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The scope of this book 

is to make as comprehensive a state¬ 
ment of the principles of modern 
economic analysis as is possible at 
an e!o'r.entary level. It was written 
to form the basis of the author’s 
own teaching in economics for Part I 
of the new external degree of B.sSc. 
(Fxon.) of the University of London, 
No previous knowledge of the sub¬ 
ject is assumed, but the lc\cl of 
exposition is especially suitable for 
the first or second year undergradu¬ 
ate or the adult student who is 
studying economics for final profes¬ 
sion examinations. Teachers of sixth 
forms taking economics at advanced 
or scholarship levels should find the 
book valuable for reference. 

The plan of the book 

is to take the problems of the income 
of a community and to construct 
and demonstrate the use of the tools 
continued on back flap 


I of analysis n .sary for an examina- 
non of the causes determining com¬ 
munal income, its distribution be¬ 
tween social groups and fluctuations 
I in both size and distribution. Only 
graphical mathematics are used in 
the body of the text and algebraic 
proofs arc confined to the appendices. 
The problems of price determination 
in competitive and monopolistic 
j markets, of productivity and of the 
laws of return are given a more 
detailed treatment than is customary 
at this stage, simple graphical 
I methods being employed. The ex¬ 
position of capital and interest theory 
;is a compromise between the Key¬ 
nesian and Scandinavian schools of 
thought, interest rates being ex¬ 
plained as prices of loans the supplies 
of which are dependent on considera¬ 
tion of liquidity preference. 

I The aim of the book 
jis to give a coherent account of 
I contemporary analytical technique 
and links with earlier theory are 
briefly sketched to enable the reader 
to connect it with a background of 
history of do^a to be acquired 
subseauentlv. 
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PREFACE 


At some stage in the study of economics the student must 
acquire facility in the use of the tools of analysis if progress 
beyond mere description and empiricism is to be made. This 
step can be the first to be taken by the beginner or it may be 
]:>ostponcd until a background of factual knowledge of affairs 
lias b^en acquired. This book follows the first plan. Its 
purpose is to set out for the beginner in economics the first 
principles of the mechanism by which the world gets its living, 
but, since it is intended for the uninitiated, no extensive 
acquaintance with economic institutions can be assumed, nor 
can the abstract treatment appropriate in more advanced work 
be employed. Institutional data is therefore introduced, as 
required, to build up a conception of the nature of the relation¬ 
ships between the economic quantities which are subjected to 
examination. 

The treatment of the subject leans to the mathematical 
rather than to the literary tradition in economics, but in the 
main body of the text there is no mathematical proposition 
unfamiliar to anyone who has reached a modest level of school 
algebra and geometry. The appendices give more rigid proofs 
to propositions to which it is only possible to give an air of 
probability by more elementary methods. 

It is the purpose* of the book to give as concise an account of 
currently established theory as is possible at an elementary 
lev(*l. it may therefore apjx^ar to some that certain theories 
which have enjo3^cd general acceptance until recently liave 
received cavalier treatment. Thus the theory of demand is 
built up entirely in tcTins of the theory of choice and of sub¬ 
stitution rates. Utility theory is introduced only in so far as 
it is necessary to provide a link with literature on the history 
of theory. Again in the theories of costs, rent and profits the 
method adopted is to establish directly the currently accepted 
theory and to show briefly its connection with earlier thought. 
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PREFACE 


Tlie study of prirc theory begins with the proposition of the 
necessary equality of marginal cost and marginal revenue for 
the firm in equilibrium, and from it, determines prices and 
outputs in various conditions of competition and monopoly. 
In the ( hapter on long-run costs emphasis is laid on a termin¬ 
ology which avoids the confusion arising from the indiscrimin- 
i\tv. use of the terms increasing and diminishing returns. The 
th(‘ory of interest adopted is the theory of the price of loans, 
with (hunand dependent on the marginal efficiency of capital, 
aiifl supply on considerations of liquidity preference. 

It is iiojied that the book will find a place in reading lists for 
degree courses at whatever stage a formal study of einalysis is 
first undertaken. Although written primarily for the student 
Ix’ginning his apprenticeship in economics the book is com¬ 
mended to the attention of the general reader who finds his 
grasp of analysis inadequate for his studies of economic policy. 

As tlu' book is intended for beginners, it has been kept as 
fnH‘ as possibh' from footnote references. To the initiated the 
oi igins of its liorrowings will be obvious, others will find the 
ri'ading lists at the end of each chapter more useful. The 
suggestions made for more advanced reading are intended 
primarily for the geuieral reader wdio desires guidance to more 
adwaiKX'd w'ork. 

My (h'bts to tlie work of the late J. M. Keynes and to Dr. 
|. R. Hicks are many, lupially onerous are those I owe to the 
teac'lu'rs who guided my first steps in economics, the late 
Allyn Abbot Young and Professor Lionel Robbins. Mr. W. E. 
Armstrong of Southampton, and Dr. Duncan Black of Glasgow, 
ri'ad th(‘ manus('ri|)t in the penultimate draft and made vciluable 
suggestions. Dr. K, C. Hayens of University College, Dundee, 
has saved the book from many textual obscurities and 
blemislu‘s of style. 

I ow'(' ]>articular thanks to my w'ife, wdio has taken a large 
shall' in tlie work of preparing the manuscript for publication. 

J. K. E. 


Ihiudee, St’ptember 1950 
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Chapter I 

WHAT IS ECONOMICS? 


The first systematic treatise of economics was called by its 
author An Enquiry into the Nature and Causes of the Wealth of 
Nations, and this title still serves as a broad statement of what 
economics attempts to do. Although the problems set out in 
his table of contents differ little from those in many a modern 
treatise, Adam Smith was under no necessity to define the 
boundaries of his subject. He saw himself pursuing philo¬ 
sophical enquiries in a direction in which other philosophers 
had already made tentative excursions. His was the first 
organised expedition into a territory about which a good deal 
of unco-ordinated information was available. At least from 
the time of Aristotle onwards men had speculated on such 
matters as the justifiability of interest charges and the causes 
determining the levels of rent and wages. The replacement of 
a system of subsistence agriculture by a system of exchange 
gave rise to new problems of taxation, and the question of the 
wealth of the community was of practical interest to those 
responsible for raising taxes. 

The study of a new “ subject usually begins with the 
collection of data relevant to the solution of certain problems, 
but as time goes on investigators develop specialised techniques 
of dealing with certain portions of problems, and when this 
happens, those practising a particular technique segregate 
themselves from the others and define the field in which they 
consider they possess special competency. A familiar case is 
that of mediaeval apothecaries whose modern descendants 
practise medicine, surgery, dentistry, public health, psychiatry 
and pharmacy, with even further subdivisions. What was 
once natural philosophy has given place to the natural sciences, 
each studying the applications of a particular specialist 
technique of investigation. 

I.E.A.— 1 
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So it has been with economics : it does not enquire into 
every possible aspect of the nature and causes of the wealth 
of nations ; it deals with those aspects which can be examined 
with the help of the particular technique of examination 
developed by economists. The full and complete study of 
the problems of interest, wages and rents, or of taxation, 
demands the use of more than one technique. There is, for 
instance, work for the lawyer in every one of these, but the 
lawyer is too busy to concern himself with those aspects of 
the problems which do not yield to his technique of examina¬ 
tion, just as the economist is too occupied to attempt to 
acquire any one of the other techniques which might be applied 
when his own fails. Specialisation is necessary ; the old adage 
that " jack of all trades is master of none is as true in intel¬ 
lectual pursuits as in handicrafts. 

Wealth and Welfare 

To revert again to the Wealth of Nations, the very term 
wealth is capable of more than one interpretation. Smith 
defined the wealth of the community, in a manner very like 
that of modern economics, as ** production per head of popu¬ 
lation.'* Since his time others have interpreted it differently; 
fur instance, it has been interpreted as a state of well-being or 
welfare, w^hich raises the question as to what the criteria of 
welfare may be. The jurist might assess the welfare of the 
community in terms of its legal code and the degree of observ¬ 
ance of that code; the religious might make acceptance of 
certain beliefs his criterion. Unfortunately, a Liberal and a 
Communist would not agree in their assessments of the legal 
code, nor would a Roman Catholic and a Bhuddist agree on 
religious beliefs, and there is no absolute standard to which 
reference can be made to settle the dispute. 

In the interval since Adam Smith, economics has endeav¬ 
oured to become a science, and no science can admit questions 
whose answers depend on the idiosyncrasies of the enquirer, 
questions which are matters of opinion. Such questions may 
be extremely important, but they cannot be admitted to 
scientific discussion if the views expressed cannot be subjected 
to logical proof. 
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For a scientific treatment of any question, j is necessary to 
deal with quantities which can be measured, or at least it must 
be possible to make comparisons of orders of magnitude. We 
may believe that people would be better off ” if they devoted 
more of their constructional effort to the building of art galleries 
and less to cinemas; more of their agricultural output to bread 
and less to gin; if they printed more translations of tlic 
classics and fewer detective novels. From a moral or from an 
cTsthctic view-point we may deplore the nature of the com¬ 
modities which make up the production of a community, but 
we cannot argue that people are “ better off with art galleries 
they never visit than with cinemas which they do visit; or if 
the walls of their homes are decorated with prints of modernist 
j)ainters they find ugly, instead of the reproductions of high¬ 
land cattle which they regard as ‘'lovely pictures''; or if 
they have to live on a scientifically balanced diet they find 
extremely dull, instead of on dietetically reprehensible menus 
they really enjoy. 

So we must admit that our view of the state of well-being 
of a group of people may be quite different from their own; 
though the facts under examination are the same, the opinion 
formed on them differs with the identity of the observer. In 
making judgments on the welfare of a community, economics 
assumes that the goods and services a community consumes 
arc selected because people prefer them to any other choice 
which is open to them. If they have more of the things they 
want, they are better off and their welfare is greater than if 
they had less of them. It may be the task of some branches 
of knowledge to explain why people choose to consume certain 
things in preference to others, but it is not a problem with 
which economics is concerned. Economics takes those choices 
as part of its data. 


Choice between Alternatives—a Characteristic of an Economic 
Problem 

The task of the economist, then, is concerned with the conse¬ 
quences of the existence of choices rather than with the 
reasons why people make them. He is not concerned with the 
reasons why white bread is preferred to brown, but with the 
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consequences of the choice. If only 60 per cent, of the wheat 
grain is turned into bread instead of 80 per cent., more wheat 
must be grown to supply a given quantity of bread, more 
land, more labour and more fertilisers and machines must be 
used in the production of wheat. Another corollary is that, 
as 40 ])cr cent, instead of 20 per cent, is discarded, the supply 
of animal feeding-stuff from each ton of grain is doubled, 
and this in turn has its repercussions on the supply of meat 
and dairy products. 

The clioices people make reflect their desires, and these 
desires do not, in general, demand a unique means of satis¬ 
faction. The desire for food can be satisfied in a multitude 
of ways ; that for warmth by expenditure on clothing, on 
fuel, even on food ; a desire to hear good music can be gratified 
by expenditure on concert tickets, on a gramophone and 
records, or on an instrument and the tuition to enable the 
consumer to produce for his own needs. People may be willing 
to wear clothes which are exactly like those worn by everyone 
else, live in houses which are all identical, drive cars which 
differ only by their number-plates; or, on the other hand, they 
may demand individuality. They may be willing to buy 
goods by the label, pay cash and carry them away, or they 
may wish to compare and select, to run credit accounts and to 
have their purchases delivered. They may like to carry much 
of their wealth with them in notes or coin, or they may prefer 
to carry little money and use a bank account. On such 
choices the nature of what is produced and the manner in 
which it is produced depend. 

Technical Facts as Economic Data 

T'he wealth which a community can extract from its environ¬ 
ment depends, not only on the desires of the individuals who 
make u]) the community, but on the physical possibilities of 
production which exist. These determine the alternatives be¬ 
tween which choice can be made. The ease with which a supply 
of a particular good can be provided in a particular environ¬ 
ment depends on a number of physical factors, such as climate 
and soil fertility, quantity and accessibility of mineral deposits, 
and on certain acquired characteristics, such as the store of 
accumulated knowledge and skill in the community and the 



l] WHAT IS ECONOMICS ? 6 

stock of artificial aids to production which it lias accumulated 
in the past. 

The production of everything we consume involves the 
employment of some or all of these resources. A motor-car 
requires so many hours of labour, so much steel, copper, 
tin and lead, the use of so much equipment and so much land. 
A bicycle requires smaller quantities of each. The production 
of each and every commodity requires the use of a certain 
quantity of the resources of the community. In a year the 
community can have x thousand houses and y thousand cars 
and z million yards of worsted suiting, and so on. Alter¬ 
natively, lor every twenty houses it refrains from building it 
can have a cinema and for every fifty it can have a factory. 
For two cars given up it can have a tractor. Which will the 
community choose ? 

Now, facts of this kind are far too numerous to lie within 
the knowledge of any one individual. No one brain commands 
all the facts relating to a single commodity. Yet the alter¬ 
natives exist, and choices are made between them. It is the 
central problem of economics to explain the process of choice. 

Scarcity—a Factor in the Economic Problem 

The fact that we speak of choice implies that all desires 
cannot be satisfied, and it is necessary to make a selection of 
those which are to be satisfied, leaving others unsatisfied. 
Some desires are of course incompatible in themselves. One 
cannot, for instance, enjoy simultaneously the experiences of 
the ascetic and the pleasures of the sybarite, but more generally 
the means of satisfying all desires are in limited supply. Ends 
are unlimited, but means are scarce. 

It was fashionable in the 1930’s to decry the idea of scarcity. 
Many physical scientists and technicians claimed that the prob¬ 
lems of production were solved, and that, if only the system 
of distribution were improved, scarcity in the sense of poverty 
could be abolished for ever. Production here has a much more 
limited meaning, but even so it is not true. Even when the 
granaries of the world were carrying a surplus stock equal to 
a year's consumption, supplies were insufficient to feed the 
hundreds of millions of people in the world who were not 
eating enough food to keep them physically fit. According to 
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Lord Boyd Orr, the world in the period between the two 
world wars produced only half the food necessary to provide 
a reasonable physiological minimum for the whole of its 
population. 

In the broader sense in which we are using the term, there 
is scarcity so long as the satisfaction of one desire limits the 
means for supplying another desire, whether of the same or 
another individual. So long as scarcity in this sense exists— 
and it is impossible to conceive conditions where it would not 
(‘xist—a choice must be made between alternatives, and there 
is an economic problem. A commodity which is not scarce is 
immediately available for consumption without expenditure 
of time, labour or resources of any kind. Probably the only 
example is fresh air in the open air. 

Scarce Means have Alternative Uses 

Even if the supply of a particular means were limited, no 
economic problem would arise from its use if there were only 
one purj)ose to which it could be put. The use made of it 
would ])e purely a technical matter. If we take any article 
in common use, it is at once apparent that the resources which 
have gone to its making could have been used in other ways, 
riic grain in a loaf of bread might have been used to make 
animal feeding-stuff, textile starch or alcohol; the cotton in 
a shirt might have been used for making a motor tyre or the 
wrapping of an electric cable or in the manufacture of explo¬ 
sive; the labour and materials which have constructed a 
wireless set might have been used for any one of a number of 
types of electrical apparatus. Selection for use in the satis¬ 
faction of one desire prevents the use of a means for some other 
end. When the ju’ocess of adapting matter to turn it into a 
form suitable for human use is complete, the product is com¬ 
monly so specialised as to be of little use for any other purpose, 
but, earlier in the process, alternatives are still open. The 
coal which is coked to smelt iron could have been used in a 
gasworks, a chemical factory or in the domestic hearth. 
When the steel ingot is produced, these alternatives have been 
ruled out, but still the steel has a wide range of uses. The 
labour of some steelworkers may be very specialised, but their 
pnHlucts may still go into quite dissimilar uses. 



7 


r] WHAT IS ECONOMICS ? 

Definition of the Economic Problem 

We can now collect together what we have discovered of 
the nature of the economic problem. It is evidently a social 
problem, and it studies the behaviour of people in the process 
of getting a living. The environment in which a community 
lives and the powers of modifying that environment which it 
acquires make certain consumption experiences possible. The 
members of the community select, from among the consump¬ 
tion experiences open to them, those which they prefer, and 
in doing so cause the resources of the community to be directed 
to the satisfaction of their desires. 

We can now venture on a definition of our subject: 

Economics is the science of the administration of scarce means, 
having alternative uses, for the satisfaction of human desires. 

Within this limited scope economists collect facts and 
arrange them in such a way as to lay bare the mechanism by 
which the resources of the world are organised to fulfil the 
needs of its population. 

The position of economics among the social sciences is 
analogous to that of physiology among the sciences which 
study the human body. Physiology explores the mechanism 
of the human body, in so far as it can be examined by means 
of the techniques of physics and chemistry. Economics 
studies the mechanism by which the world gets its living, in 
so far as it can be examined by the techniques of statistics and 
of verbal or mathematical logic. Both sciences are concerned 
with the study of ** what is " ; but whereas in the case of 
physiology '' what ought to be " is a normal which can be 
determined by examination of a sufficiently large number of 
cases of “ what is,” in economics it is hardly possible to speak 
of ” what ought to be.” Instead we can, by a study of ” what 
is,” arrive at a series of descriptions of ” what could be ” ; that 
is, we could draw a number of designs of economic systems 
which might develop from that which already exists, but 
economic science gives no justification for singling out one of 
these systems and labelling it ” what ought to be.” The 
economist can, in his capacity of economist, only say, ” These 
are the possibilities, take your choice.” In his capacity of a 
social scientist he may go so far as to say to the comm.unity 
in question, ” From what I know of you I think this system 
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will suit you best/* If he goes farther and says, This is the 
system you should choose,** he is speaking as advocate for a 
particular political creed, which he is quite entitled to do 
provided he makes it clear that he is talking politics and not 
economics. 

Economics and Practice 

Consequently, economics "does not furnish a body of 
settled conclusions immediately applicable to policy,** ^ either 
by the individual in the conduct of his own affairs or by 
Government authorities in the conduct of social affairs. 
Economics is neither the theory of business nor the theory of 
govcT'nment. Many questions arise in both these fields to 
which economics can give an answer, but it cannot answer all 
tlie questions wliich arise in either. 

The practical man of business often considers the economist 
incompetent to deal with the problems of his industry, because 
the tlicorist has no practical knowledge of its details. In any 
line of business, the difference between success and failure 
depends on intimate knowledge of fine detail. For instance, 
if one is selling cloth, it is essential to know local prejudices 
regarding colour, design and texture in each market in which 
the attempt to sell is made. The more diverse are preferences 
in the various markets served, the more complicated the 
business organisation required, the larger the stocks needed 
to maintain a given volume of trade and the higher the costs 
of production will be. The economist obviously cannot know 
these facts for every industry whose problems he may have to 
investigate, but he docs know what sort of facts to look for 
and the effects of the existence of facts of a particular kind. 
The juactical man is often an empiricist to whom each in¬ 
stance is unique, and so his problems must be worked out in¬ 
dividually. To the theorist the method of solving a problem 
is to put a fact into its correct category, and if a category 
exists for it, theory supplies the answer to the problem. 

Ihit human problems, particularly when they are the 
problems of society as a whole, arc rarely so simple that they 
can be solved by the indexing of a single fact. There are many 
facts and they go into different pigeon-holes, so that there is 
’ J. M. Keynes, Introduction to Cambridge Economic Handbooks Series, 
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a variety of possible solutions. If in a nation, there are many 
people unemployed, there are many remedies which can be 
applied with varying degrees of success. The unemployed 
may be conscripted for military or labour service; they may 
be subsidised by the rest of the community; the State may 
build factories to employ them, or by subsidising agricultural 
wages endeavour to find more employment oti the land; there 
is the choice between moving people to where work exists and 
moving work to where people are unemployed. Each remedy 
will not merely achieve its purpose in greater or less degree, 
but will also have a number of other repercussions on the life 
of the community. Conscription will probably be regarded 
as an infringement of personal liberty; subsidising unemployed 
may. be regarded as pauperisation; a factory building pro¬ 
gramme may affect the amenities of the countryside, as will 
the construction of new towns if a movement of population 
takes place; an increase in the numbers of agricultural workers 
would affect the mode of life of the rural population; a general 
adoption of nightshift working to use equipment more inten¬ 
sively would affect the domestic life of the industrial population 
and give rise to new housing and transport problems. 

Economic thinking may therefore supply a number of 
alternative answers to a question, and in each case the cost of 
the proposal and an indication of the incidental consequences 
would be given. A choice between the alternative policies can¬ 
not be made in terms of money alone, for other consequences, 
which are none the less real because they cannot be expressed 
in terms of money, must be taken into account. The task of 
interpreting the desires of the community, as they affect the 
choice between these alternatives, is one for the politician, not 
the economist. 

The Method of Analysis 

In this book we shall follow the example of the founder of 
our science and examine the causes which determine the wealth 
or income of a community, but we shall not expect, as he did, 
to discover new truths relating to the problem. Rather, our 
purpose will be to achieve an understanding of the nature of 
the tools of omalysis by using them to rework questions on the 
answers to which economists are tolerably well agreed. It is 

I.E.A. — 1* 
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not the only way of approaching the subject, but it is a method 
which will enable us to become familiar with those tools which 
are most needed for the solution of the most urgent economic 
j^roblems of the time. In the early part of this century 
economists were preoccupied with problems of the way in 
which prices are determined, and they found it convenient to 
proceed through an examination of the conditions under which 
tlie prices and quantities of all things produced would remain 
constant. They called their method Equilibrium Analysis, 
and by its aid our understanding of the pricing process was 
greatly advanced. 

The heavy unemployment of the 1930’s concentrated atten¬ 
tion on the causes of changes in the volume of income and 
unemployment, and Lord Keynes' General Theory of Employ¬ 
ment, Interest and Money re-established the fashion of a time 
when, as now, a drastic reorganisation of the economic structure 
of the community was in progress. What follows should be 
regarded as exercises in the use of a box of tools necessary for 
the solution of some of the problems of our time. 

Further Reading 

hwASER, L. M.: Economic Thought and Language. 

Keynrs, J. N.: Scope and Method of Economic Science. 

Macfie, a.: Economy and Value. 

Marshall, A.: Principles of Economics, Book I, Chaps. 1 and 2. 
PiGOU, A. C.: Economics of Welfare, Part I, Chap. 1. 

Robbins, L. C.: Nature and Significance of Economic Science. 



Chapter II 

THE NATURE OF INCOME 


To Adam Smith, the wealth, whose nature and causes he set 
out to investigate, was equivalent to the '' annual produce 
of the community. By this he meant its output—the quantity 
of goods available to be consumed directly or to be exchanged 
for the produce of other nations. The '' annual produce 
consisted only of tangible goods ready for consumption or for 
exchange with foreigners. He was very emphatic about this, 
specifically excluding services and distinguishing between 
those members of the community whose labour results in a 
tangible product and who, by their efforts, add to the produce 
of some future time, those whose labour “ docs not fix or 
realise itself in some particular subject or vendible commodity 
but which generally perishes in the very instant of its per¬ 
formance, and finally, those who do not labour at all. The 
“ annual produce had to support all these people. 

It will help us to understand the nature of the ‘‘ produce ” 
better if we think of the contributions of the various categories 
of people between which Smith distinguishes. 

First, we have the people whose labour results in a tangible 
product which is immediately fit for consumption—the baker 
who makes bread, for instance. Then we have the man who 
builds a tractor, which someone will later use to cultivate 
land to grow wheat, which someone else will eventually turn 
into bread. He is contributing towards the produce of some 
future time, the bread supply of the year after next and some 
years after that. But what about the individual whose work 
perishes in the instant of its performance, the barber who 
shaves us, the domestic servant who contributes to the comfort 
of living, the actor whose performance we enjoy ? There are 
many people whose services we enjoy so much that v/e are 
willing to buy them, although we thereby reduce our ability 

11 
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to buy tangible goods. Why should we not include these 
personal services as part of the wealth of the community as 
well as the tangible goods it consumes ? If the community 
were willing to enjoy fewer personal services, it could have 
more tangible goods—the barbers could hoc turnips and the 
actors cobble shoes. But the community is not willing ; it 
makes its choice, and it would appear illogical to say its 
wealtli is less because it secures personal services which 
it wants more, instead of tangible goods which it wants 
less. 

Then let us look at those who do not labour at all. Some 
(A them have property and live on the income they derive 
from it because other people use that property to produce 
goods. Not all of this property is situated inside the country 
inhabit(‘d by tlie nation or community we arc considering. 
Such propc'i ty will be used by members of other communities, 
and tliey will finally pay for the use of it by means of goods and 
services, which someone in our community wishes to acquire, 
'riiere is also the possibility that property inside our com¬ 
munity will be owned by people outside, and they have to be 
paid for the use of it. Goods and services will have to be 
lianded over in payment. 

It would appear, then, that our definition of the wealth of 
a community can be extended to include the tangible goods 
and services produced inside the community, plus those sent 
in from outside in payment of property owned by members of 
tlie community and used by members of other communities, 
minus a similar iiayment in respect of projDerty inside the 
community owned by persons outside it. 

This enlarged version of annual produce " we will call the 
“ real income of the community. It is the quantity of goods 
and services available to the members of the community in 
a given time period. 

Now let us look more closely at the item ** tangible goods,*' 
which alone constituted wealth to Adam Smith and which 
still forms a major part of our definition of that quantity. We 
have already distinguished between goods which are ready 
for immediate consumption and those which will contribute 
to the produce of some future time. It is necessary to follow 
the implication of this distinction farther. 
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Consumers' and Producers' Goods 

If we look for a moment at all the tangible goods that are 
made, say, within a year, we shall often find ourselves looking 
at the same quantity of matter in different guises at different 
times. Thus, looking at agriculture, we might see seed wheat 
and fertiliser which are put into the ground, the harvested 
grain, the flour and the bread. At different times during the 
year we shall see the same materials in these varying shapes. 
Or, again, in the steel industry, we might see the iron-ore, the 
pig-iron, the steel ingot, the forgings, castings in the rough 
and again when machined into finished components, and 
finally the finished work assembled. The finished work might 
be a motor-car, or it might be a lathe for turning motor-car 
components. 

The loaf of bread and the motor-car have this in common, 
that they are in a state fit for direct consumption, while the 
wheat, the pig-iron, the forging and the completed lathe are 
not. The loaf and the motor-car belong to a class which are 
desired for consumption as they are, and in consequence arc 
called consumers' goods. We can add to the list readily from 
the assortment of commodities we eat drink, wear and use 
daily. Some of them, notably those in the food and drink 
^roup, are capable of being used only once, and we shall refer 
to them as single-use goods. The others are capable of being 
used over a period of time, long or short, and are termed 
durable-consumption goods. 

Other goods are not acquired to be directly consumed, but 
in order that some further process adapting them more closely 
to the needs of consumers may be performed on them, as witli 
the wheat and the forgings; it may be they can assist in the 
transformation of other articles, as with the lathe. The list 
will comprise raw materials like coal, seed wheat and cotton, 
semi-finished goods like the flour and the forgings, finished 
components like machined castings, and finished goods forming 
part of the equipment of production. 

Unfortunately we cannot state categorically that certain 
articles are always used by final consumers and so are con¬ 
sumption goods, and that others are always used by producers, 
the two groups covering the whole field. They do not. A 
motor-car may be used as a private means of transport, when 
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it will be a consumers* good, or it may be used solely to transfer 
people making journeys for business purposes. If a firm sends 
out salesmen in a car to visit customers or a general manager 
to visit branch establishments, the car forms part of the 
equipment of the firm just as much as its machinery and office 
e(|uipmcnt. We cannot therefore make our distinction in 
terms of kinds of goods. We must make it in terms of the 
uses to which goods are put. 

I'hese uses cannot be determined until goods have actually 
])een sold to the user, so that if we wish to draw a hard-and- 
fast line, we shall have to adopt a definition which would make 
the outjnit and sales of consumption goods always equal. For 
many purposes a less definite line will serve, and we talk 
loosely of “ consumption-goods industries,** meaning industries 
whose goods are largely purchased by private persons for their 
own use, but here the more rigid line will suit us better and 
we shall adopt it. 

So far, then, we have divided the output of actual goods into 
two groups: 

1. Consumers' Goods —articles ready for consumption 
which have passed into the hands of the consumers. 

2. Producers Goods —consisting of raw materials, semi¬ 
finished goods, finished goods which are in stock await¬ 
ing sale and equipment used in the production process. 

Single-use or Durable Goods 

Consumers’ and producers’ goods can each be divided into 
(rt) singlt‘-use goods, such as bread, coal, petrol and many in¬ 
dustrial stores like lubricating oil, and (6) durable goods, such 
as clothing, furniture, houses and bicycles, among consumers’ 
goods, and all sorts of things among producers* goods which 
may be durable even after they have been manufactured. 
Many raw materials have a certain durability. Even wool and 
rubber can be reclaimed after they have seen service once as 
clothing or tyres. Metals are highly reclaimable, particularly 
the non-ferrous metals like copper, zinc and lead, which are 
reclaimed and used over and over again. The steel furnaces 
of Croat Britain are largely fed on scrap-iron. Industrial 
equipment has a relatively long life; a machine tool is good for 
11 vt' to twelve years’ hard wear; textile looms become out of 
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date before wearing out; buildings usually become obsolete 
before they must be pulled down as unsale, and such con¬ 
structions as canals, roads, embankments, artificial lakes and 
harbours appear almost as permanent as natural features of 
the countryside. 

The range of durability may be anything from a few days 
to hundreds of years. 

Services 

Personal services can also be classified according to the 
identity of the user. Many of them are consumption goods. 
We go to the theatre or to concerts, have our hair cut and the 
like, and we are satisfying desires just as much as when we 
buy a packet of cigarettes. Other personal services are more 
like producers* goods. A modern community must devote an 
important part of its labour supply to administrative services, 
to the business of teaching and advancing knowledge. With¬ 
out them the complicated machinery of twentieth-century life 
would not work, but we can hardly say that they result in 
any tangible product, although output as a whole would be 
much less without them than with them. For some purposes 
it is convenient to divide these personal services between the 
categories of consumers* and producers* goods, but for the 
moment we will keep them in a class by themselves as personal 
services. 

Non-productive Labour 

Not all writers in the past would have allowed us to include 
personal services in income in this way. The French economists 
of the eighteenth century, the physiocrats as they are now 
called, divided workers into two classes—productive and un¬ 
productive. The productive class contained only workers in 
extractive industries, mining and agriculture; people who, 
they imagined, were creating new stuff. 

Adam Smith anticipated the results of nineteenth-century 
science, which denied that new matter could be created. Since 
atomic fission became an accomplished fact, we are not so cer¬ 
tain about it. However, Adam Smith thought it illogical to 
call the smiths and weavers of his time, who were making 
England wealthy, unproductive workers, so he confined the 



16 AN INTRODUCTION TO ECONOMIC ANALYSIS [Ch. 

category to kings and their ministers, soldiers, opera singers, 
menial servants, and included himself as a university professor. 

Nowadays we include as productive workers all those who by 
their labours contribute directly or indirectly to the satisfaction 
of some human need. It is true that the term is still used in 
more narrowly specialised senses by, for instance, cost account- 
ants, wlio would include in the productive workers of a factory 
only those who arc actually engaged in the manufacturing pro¬ 
cess, despite the fact that the work of a factory would come to 
a standstill within hours or days at the most if the unproductive 
workers did not do their jobs. In economic writing the term 
productive is used in its wider sense, so that there are virtually 
no unproductive workers. 

Production as Transformation 

At this point it is worth-while to state clearly what is meant 
by production. From what has been said already, it relates to 
the whole process of catering for the satisfaction of human 
desires. Only at the most primitive levels of human develop¬ 
ment does the natural environment of the community provide 
any substantial part of its means of livelihood in an imme¬ 
diately consumable form. In such a society, production con¬ 
sists of food gathering or hunting, and the making of clothing, 
wcajx)ns and utensils. The more advanced a society becomes, 
the more unpromising are the materials which it extracts in 
their original form from its environment, and the more com- 
})licated are the ])rocesses to which it subjects them, before they 
form part of an article which anyone wants to use or consume 
for its own sake. 

Transformation of Matter 

Rocks, clays and river silts are excavated and treated in an 
endless variety of ways until they become building materials, 
metals, basic chemicals, fuels and fertilisers. These are modi¬ 
fied and combined until, after passing through a number of 
intermediate stages, they contribute to the emergence of some¬ 
thing which someone wants to eat, drink or use. Often some of 
the original physical stuff of the basic material survives to 
become incorporated in the thing consumed, as when the rock 
mined for its metal content becomes a bicycle or the coal 
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becomes a dye in an article of clothing, or tne clay becomes 
bricks in a house; but much of the original material never 
reaches such a shape. The iron-ore becomes a machine which 
makes steel tube to make bicycles, the brick goes into the 
factory which houses the machine, and the coal is burnt to raise 
steam to drive the machine. The machine is worn out in the 
process of making bicycles. Although the coal contributes an 
essential element of the process, it is not physically incor¬ 
porated in the product. Nevertheless, both are just as surely 
transformed into bicycles as if such physical incorporation had 
taken place. A large part of production is thus the trans¬ 
formation of matter from the forms in which it is unsuited to 
satisfy human desires into forms in which it is better adapted 
to do so. 

Transformations in Space 

The transformation of matter is not by any means the whole 
of the story. Commodities in a fit state to be consumed must 
be moved to places where they can be consumed. Transforma¬ 
tions in space are part of the productive process. We have 
heard of people dying of famine on one side of the world, while 
people on the other side are burning wheat as fuel because they 
could do nothing else with it. Without transformation in space 
people are dependent on the necessarily limited resources of 
their immediate environment, and the scope of the transforma¬ 
tions in matter which are worth-while making is much reduced. 
The growth of transport services enabled wheat to be grown in 
the interiors of the temperate continental masses and permitted 
an increase in the food supply of the world. 

Transformation in Time 

Goods are produced at certain times, but are wanted for con¬ 
sumption at certain other times. Annual crops must be stored 
away when harvested and released gradually for consumption. 
Someone must store them. Someone must take the risk of loss 
through price changes while the goods are in store. Someone 
must find funds to finance the stock holding. Someone must 
take the risk of loss by fire or other calamity. All these services 
must be performed if goods are to be available when consumers 
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want them. We can regard them as effecting transformation 
in time. 

Production, then, consists of transformation in matter, in 
space and in time. 

The Causes of Wealth of a Community 

When we speak of one community being rich, another poor, 
we often visualise the distinction as a difference in money 
income per head, but this is only a reflection of the fact that 
the annual output of goods and services per head in the one is 
greater than it is in the other, and we must look farther to find 
tlie cause. 

The income a given community produces depends on the 
resources of its environment and the use it is able and willing 
to make of them. The resources of the environment include 
both its natural resources and the artificial resources which are 
tlie result of human activity. 

The Natural Resources of the Environment of Society 

Historically, the original base of the wealth of most com¬ 
munities lias been soil fertility. It was apparently on the 
fertile alluvial soils of the great river valleys that civilisation 
first dawned, in tliosc parts of the world favoured with the most 
genial climates, where the business of food-getting left enough 
leisure and energy to devote to the exploration and develop¬ 
ment of the environment. On high soil-fertility alone the early 
civilisations were built, but as human societies discovered fresh 
needs and communication between separated societies was 
established, other characteristics of the environment became 
important. Forests, which had once been mere barriers to 
cultivation, became important assets when timber was wanted 
for building dwellings or ships. Navigable rivers and natural 
harbours gave to those who possessed them the opportunities 
for activities closed to those who did not. As the use of work¬ 
able stone or metals was discovered, those who possessed them 
could obtain means of livelihood by exchanging building stone 
or metal with those who did not possess them. 

The geographical, geological, climatic and botanical features 
of a country, which comprise its natural resources, were deter¬ 
mined long before human beings appeared on the earth, but 
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whether or not they are the basis of wealtli depends on the 
ability and the desire of humans to use them. The ancients 
used clay for bricks and pottery, but knew nothing of the 
alumina it contained; nor could they have made aluminium 
from it had they known of its presence. Surface seepages of 
mineral oil may have provided fuel for fire rituals, but it was 
not until the invention of the internal-combustion engine that 
the struggle for the possession of oil deposits became a major 
influence in international politics. 

The Acquired Characteristics of Environment 

In the course of time men have modified their environment 
either with the deliberate intention of adapting it to their needs 
or by the inadvertent destruction of some of its features. Men 
have created artificial characteristics to serve instead of natural 
resources which are absent, and a good deal of constructional 
activity in early times was of this type. Irrigation systems were 
used to fertilise ground that received insufficient rain, swampy 
lands were drained, artificial harbours were made where natural 
ones were lacking, non-navigable rivers were made navigable, 
hillsides were terraced for cultivation, towns were built. 

Roads, bridges and aqueducts, artificial lakes, land drainages 
and reclamation schemes, railway cuttings, embankments and 
tunnels are essentially artificial physical features of the envi¬ 
ronment of society, being almost as indestructible as natural 
features. 

On the other hand, valuable mineral resources may have been 
partially or wholly depicted. The mineral wealth of the earth 
is being consumed, and in certain cases it is possible to predict 
the time when the deposits at present known will become ex¬ 
hausted. At recent rates of consumption, the alluvial deposits, 
which have provided most of the world*s tin during the present 
century, will be finished in about a hundred years. At the 
other extreme, supplies of iron-ore seem almost inexhaustible, 
but, nevertheless, the expansion of steel output in this century 
has been possible only through the use of ores of very much 
lower iron content than those which were in use a hundred 
years ago. It is possible, of course, that technical progress may 
render these minerals redundant before supplies are exh.austed. 
Alloys of the more plentiful aluminium, or even plastic material, 
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may be used instead, just as the synthesis of nitrates from 
atmospheric nitrogen has removed the danger of the exhaustion 
of natural nitrates. 

More difficult to replace, however, are the natural soil fertili¬ 
ties, which have been destroyed because the consequences 
methods of cultivation were not foreseen. The poisonous 
tooth of the goat in the Near East, the lumber mills of the 
North American forests, the continuous ploughing and cropping 
with wheat of what were once the grasslands and are now the 
dustbowl of North America, the constriction of the area in 
which the natives can practise their bush-burning cultivation 
in h^ast Africa, have all had one common result—the erosion 
of the soil and the desiccation of the land. 

Produced Means of Production 

In the past two hundred years, another type of asset has 
become of increasing importance: goods of a durable character 
which help to make other goods. Tools of some degree of 
intricacy are probably as old as man, and devices to utilise non- 
liuman eiu'rgy are of considerable antiquity, but it is only since 
the eigliteentli century that this type of device has become so 
intricately elaborated and so generally used in productive pro- 
cessc's. The community which possesses most of these mechani¬ 
cal aids to jiroduction can, other things being equal, produce 
tlu^ greatest amount of produce per head. 

This effect has been described by one group of writers as the 
“ greater productivity of roundabout methods of production.’* 
If labour is used to build equipment to make tractors, ploughs 
and reapers, a bigger output of grain per head is obtained than 
if the same total quantity of labour were used to cultivate the 
ground with hand-tools. 

State of Technique and Skill 

The construction of these valuable modifications of the 
physical environment and mechanical aids to production de¬ 
mands a certain measure of technical knowledge and skill on 
the part of the community which constructs them. So the 
powers of a community to provide itself with valuable assets 
are limited by the state of knowledge and technique. In a 
similar way there is a limit to the degree of complication in the 
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machinery which a particular people can use, and this in turn 
sets limits on the quantity and quality of the output. The 
considerations which determine the limits include not only the 
state of scientific knowledge inevitably confined to the few, but 
also the general know-how of the many and their apprecia¬ 
tion of the limitations of mechanical devices. Before the first 
world war the agricultural workers of this country were more 
highly skilled in the manual operations of their craft than their 
sons and grandsons today, but their ability to handle machinery 
was of a very low order. Today a certain measure of mechani¬ 
cal skill is required in all the better-paid agricultural jobs. 
Many of the coloured peoples of the world in the second world 
war made more intimate acquaintance with the mechanical 
devices of the white peoples and took a first step in the process 
of increasing their productive power. 

The ability of a given population to produce income out of 
a given environment depends on the state of development of 
scientific and technical knowledge in the community and its 
dispersion among the individuals comprising tlie community. 
It is dependent also on the degree of manual dexterity which 
the members of the community have been trained to acquire. 

Willingness to Work 

Ability to work is not the whole of the story. Willingness 
to put fortli effort is an important factor also. As we shall see 
at a later stage, willingness to work varies between peoples and 
within a given people at different times. Such differences as 
are observed are apparently due both to differences of nurture 
as well as differences of nature, but it would seem most probable 
that differences of environment are the primary cause of the 
principal differences to be observed. 

Forms of Organisation 

Even given similar environments with similar inheritances of 
assets from the past, similar stores of knowledge and skill and 
similar degrees of ability and willingness to work, there may 
still be differences in income per head arising from the effective¬ 
ness of those institutions the communityhas chosen to construct. 
The form of institutions is a primary factor in determining both 
the degree to which human services and the nature of produced 



22 


AN INTRODUCTION TO ECONOMIC ANALYSIS 


means of production are specialised; that is, how far the com¬ 
munity practises division of labour. 

The narrower the field of tasks an individual is set to perform, 
the greater in general will be the degree of dexterity and skill he 
will achieve in them. Also, since the native ability of individ¬ 
uals varies in both quality and character, such a narrowing of 
scope gives the opportunity for specialising individuals into the 
tasks in which they can make the greatest contribution to the 
communal output. 

This division of labour, as it is termed, is not confined to the 
specialisation of human tasks inside a community, it extends 
also to geographical specialisation. Certain areas can specialise 
in the production of a commodity to which they happen to be 
particularly suited. This involves an area in producing a few 
commodities in quantities far greater than it needs, and many 
others in quantities far less than it needs, so that surpluses arc 
exchanged to make up for deficiences. Certain institutions of 
exchange arc necessary before this can take place. Thus the 
degree of division of labour practised in a community and as 
between communities influences the volume of output. 

In brief, then, the income of a community depends on the 
cliaracteiistics of the resources of the environment in which it 
finds itself and on the ability and willingness of that community 
to ut ilise those resources. Since economic thinking is concerned 
with the compromise between the desire of a society to modify 
its environment and its ability to do so, it necessarily is deeply 
concerned with the causes determining the size and composition 
of income. 
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Chapter III 

SUPPLY AND DEMAND 


A Preliminary Survey 

The terms “supply” and “demand” are so familiar that defini¬ 
tions may appear superfluous,but the need for precise definition 
is the more urgent because they are used so commonly and 
ambiguously. It is one of the major difficulties for the beginner 
in economics, that a word which may have a variety of meanings 
in the language of the market must, in scientific language, be 
given a unique meaning perhaps not corresponding precisely to 
any one of its meanings in the market. This fact is a most 
fruitful source of misunderstanding by the lay public of the 
results of economic thinking, but it is rather late in the day to 
suggest that economists should follow the example of the natural 
sciences and invent a language of their own which anyone 
wishing to discuss their problems would first be obliged to learn. 

Demand 

Demand is often popularly interpreted as want. Now, for the 
purposes of the study of some problems, it may be possible to 
attribute to want a precise and definite meaning. Thus we 
may say that a family of a certain size wants a certain food 
ration, as determined by a scale laid down by some eminent 
physiologist; that it wants a house with a certain number of 
rooms, as laid down by the Housing Act, and so on. But that 
is not to say that the family would not wish to have more food 
than the minimum scale provides, or to live in a larger house, 
or, if it could not afford both, it might prefer to live in a house 
smaller than the law considers appropriate, if by so doing it 
could afford to purchase more than the minimum food ration. 
If we pass to such commodities as cinema seats, books or sea¬ 
side holidays, we might find it difficult to agree on any quantity 
which could be said to meet the needs of a particular individual, 
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and, even if we could, there is no reason to suppose that we 
should be any nearer a solution of our problem, which is to con¬ 
struct an apparatus that will tell us the quantities of various 
commodities which will be consumed and the prices at which 
they will be purchased. Neither is mere desire relevant to the 
problem. However strong may have been the desire of an 
unemployed miner’s family during the slump of the 1930’s for 
new furniture to replace that which had been sold, or for a leg of 
mutton for Sunday’s dinner, these desires had no effect on the 
actions of the furniture-making or sheep-rearing industries. 
For such an effect to be felt, desire must be backed by willing¬ 
ness and ability to pay a price for the desired object; thus, the 
number of hungry people in Manchester is not the same as the 
number who would be willing to pay two shillings and sixpence 
for a lunch. Neither can we suppose that the number willing 
to pay two and sixpence would be the same as the number 
willing to pay three shillings. There would be some, of course, 
who would be; willing to pay the higher price rather than go 
hungry, but there would undoubtedly be many to whom the 
difference of sixpence would mean going without a midday meal 
if no other alternative were open. If lunches were provided 
only at five shillings, we should expect the number going 
hungry to be still greater. We cannot therefore speak of the 
demand for lunches, but only of the demand for lunches at a 
particular price. 

ITirther, in this particular case the nature of the problem 
leads us to think of daily demands, but if we think of the 
demand for cigarettes at so much per packet or for shoes at so 
much jier pair, we must clearly make our statement relate to a 
unit of time—so many per week or per year. We arc now 
ready to summarise this in a definition thus: 

The demand for a commodity at a given price is the quantity of 
that commodity buyers will take per unit of time. 

Supply 

A similar definition serves us for supply: 

The supply of a commodity at a given price is that quantity 
which sellers are willing to offer for sale per unit of time. 

The quantity offered for sale may or may not be equal to the 
quantity in existence. In the case of a perishable commodity. 
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like fish or fresh vegetables, the producer may have no alterna¬ 
tive use for his own product, and will, in consequence, put it on 
the market to fetch what it will. His supply is then the total 
quantity he possesses. If the product is storable, the situation 
is different. If price falls lower than the producer considers 
profitable, he may prefer to store some of his product in the 
belief that a better price can be obtained on a later occasion. 
In the days before the Wheat Board, a farmer would often hold 
back his crop until near the next harvest in the hope of better 
prices. Similarly, the dairy farmer might decide to sell less 
milk when the price fell lower than usual, and to use the 
surplus for feeding pigs. At higher prices neither would be 
tempted to incur the trouble, expense and risk of storing grain, 
or of turning milk into bacon, and the product would be 
marketed. Except, then, in the case of a product which cannot 
be stored and for which the owner can find no alternative use, 
different supplies will be forthcoming at different prices. 

Demand and Supply Schedules 

It has been apparent in the above discussion that the demand 
for, or supply of, a commodity cannot be fully described by 
means of a single figure, but that it may be represented by a 
series of figures, each of which represents the quantity de¬ 
manded or supplied at a particular price. Such a series is 
termed a schedule. It is no theoretical abstraction, but is an 
expression of facts which every successful business man must 
know approximately about his own commodity. Thus a suc¬ 
cessful greengrocer will know roughly how many pounds of 
strawberries his customers are likely to buy per week when the 
price is Is. ^d. per pound, how many at Is. 3^/., how many at Is., 
and so on. Everyday experience leads us to expect that the 
number sold at Is. will be greater than the number sold at Is. 3rf. 
and the quantity at that price greater than the quantity at 
Is. (Sd. The increase in quantity demanded as price falls will 
come about in two ways: customers who may consider that they 
cannot afford strawberries at the higher price may be willing to 
purchase some at the lower, while others wlio were willing to 
purchase a small quantity at the higher price might be willing 
to purchase a larger quantity at the lower price. Our green¬ 
grocer would know the price at which the housewives he serves 
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consider strawberries cheap enough for jam-making, and the 
schedule would show a considerable increase in quantities at 
this point. The information might be tabulated like this: 

Demand Schedule for Strawberries 

At Is. Orf. per lb. consumers demand 40 lb. per week. 

At Is. 2d. per lb. consumers demand 50 lb. per week. 

At Is. per lb. consumers demand 100 lb. per week. 

At per lb. consumers demand 200 lb. per week. 

It would not be possible for a seller to form estimates over such 
a wide range of price for every commodity, for the seller bases 
his estimates on past experience of his customers' tastes, and he 
knows nothing of what buyers might buy at prices which are 
cpiite outside his range of experience. 

In most cases the demand schedule would be of the form 
described, that is, smaller quantities are purchased at higher 
prices and larger quantities at lower prices. There may be a 
f(‘w cases where price and quantity are directly, instead of 
inversely, related; diamonds may be an example. They are 
likely to be cases where ostentation is a principal motive for 
purchase, and in consequence the higher the price the more 
attractive the commodity. However, it is clear that in no case 
could a direct relationship between price and quantity continue 
indefinitely. If price rises continuously, a point must eventu¬ 
ally be reached when the number of purchasers falls off and the 
purchases of each of the remainder decline. Such cases can 
be dismissed as curious exceptions to an almost universal rule. 

The Demand Curve 

The use of simple geometrical methods is so invaluable in 
elementary analysis that we should make their acquaintance as 
early as possible. If we draw a graph of the demand schedule 
(lug. 1), ])lotting })rices on the vertical axis and quantities per 
unit of time' on the horizontal axis, we get what is termed a 
demand curve. Because, as we have already seen, large 
quantities correspond to low prices and small quantities to high 
prices, the curve slopes downward from left to right or, as the 

* llorcafter the term qna}iiity in diagrams should be interpreted to relate 
to a imit of time. 
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mathematician would say, it is of negative slope. In moving 
from one point to another on this curve, we arc concerned solely 


with the effects on quan¬ 
tity purchased of a change 
in price, which we take as 
our independent variable. 
What may cause price to 
change does not for the 
moment concern us. It is 
usual to speak of such 
changes in quantity as ex¬ 
tensions and contractions 
of demand, and it is said 
that demand extends for a 
fall in price and contracts 
for a rise in price. 


Price 


Demand Curve 


P 


o 

quANTHY Demanded per Unit or Time 
Fig. 1. 


Increases and Decreases in Demand 

But the quantity of a commodity purchased may vary for 
reasons other than a price change. Thus, the number of men’s 
straw hats purchased today is very much less than it was 
forty years ago, but any change in price in the interval has 
probably nothing to do with it. Straw hats have gone out of 
fashion, men have decided that there are more comfortable and 
convenient forms of headgear, tastes have changed ; demand 
is said to have decreased. On the other hand, the quantity of 
cigarettes smoked today is much greater than in 1910, men have 
turned from pipes to cigarettes, and smoking among women, 
which was then unusual, is now a commonplace; tastes have 
changed to bring about an increase in demand. 

But changes in consumers’ tastes are not the only source of 
changes in demand. If the population of a country increases, 
demands for houses, for clothing, for foodstuffs and for almost 
every commodity or service consumed will have increased pro 
ratUy provided of course that the tastes of the new members of 
the population are the same as those of the old members and 
that they are equally well able to gratify their tastes. Con¬ 
versely, a decrease in population would bring about a decrease 
in most demands. 

A further factor which can cause demands to change is a 
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change in purchasing power. Wiien an individual receives an 
increase in income, command over goods and services in general 
is increased. Desires which formerly could not be gratified 
can now be indulged, and tastes which formerly received some 
small indulgence can now be gratified further. Increases in 
demand will not, however, be the universal result. Desires can 
usually be satisfied in more than one way; the pangs of hunger 
may be stayed by a diet of bread and cheese and potatoes or by 
more luxurious fare. The general increase in income among 
consumers of wheat during the last quarter of a century has 
l)cen accompanied by a decrease in consumption of wheat per 
head. C'ereal foods have been replaced by meat, fresh vege¬ 
tables and dairy products, so that the increase in consumption 
of wlieat has not kept pace with the increase in the number 
of wheat consumers. A general increase in consumers' pur- 
cliasing power will therefore lead to increases in the demands 
for some commodities and to decreases in the demands for 
others. 

The fact that commodities can be substituted one for another 
to satisfy a given desire may give rise to changes in demand in 
another way. If the price of one commodity rises, consumers 
will try to find a substitute which will serve their purpose 
nearly as well. Thus in 1925, when the price of raw rubber 
rose from Is. a pound to 4s. iSd., the demand for old motor tyres 
greatly increasc‘d; manufacturers thought it worth-while to 
incur the expense of overcoming the technical difficulties which 
had hitherto prevented them from using reclaimed rubber. 
Again, jute was practically unknown outside India until a rise 
in the price of llax over a century ago set sack-makers to search 
for a new material. 

It is not necessary, liowever, that one commodity should be 
a close substitute for another in order that a change in its price 
should affect demand for the other. Since the consumer’s income 
is limited, a rise in the price of one commodity may force him to 
curtail expenditure elsewhere. A rise in rent may mean re¬ 
duction of expenditure on food. The demand for a commodity 
is likely to be affected by changes in the prices of other com¬ 
modities, particularly of those which are substitutes. 

Increases and decreases in demand, such as we have been 
discussing, are quite different from the extensions and con- 
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tractions due to changes in the price of a coriimodity, for they 
abolish the old demand schedule and the curve which represents 
it and replace them with new ones. If demand increases, more 
will usually be bought at all prices than formerly and a decrease 
diminishes the quantity 
bought at each price. Thus 
in Fig. 2 if the quantity pur¬ 
chased at price p increases 
from Oq to Oqi, the change 
in consumers' tastes shifts 
tlie demand curve from posi¬ 
tion D to Di, while if it 
decreases from Oq to 0q2 the 
curve shifts from D to 

We are now in a position 
to state the conditions under 
which a demand curve will 
show changes in demand for 
given changes in price. There must be no change in (i) the 
tastes of consumers, (ii) the number of consumers, (iii) the 
purchasing power of the typical consumer, and (iv) the prices 
of all other commodities. 

If a change in any one of these four conditions occurs, then 
the old demand curve disappears and a new one takes its place. 
A decline in the popularity of a commodity will cause a decrease 
in the quantity demanded at any given price, while an increase 
in popularity will lead to greater quantities being demanded at 
all prices. Changes in the number of consumers will have 
similar effects, but a change in the income of the typical con¬ 
sumer will not have a unique effect on demand. 

As we have seen in the case of certain “inferior" goods, an 
increase in income may enable consumers to decrease con¬ 
sumption of such a good or to dispense with it altogether 
in favour of the consumption of a more expensive rival 
commodity. 



The Interdependence of Prices 

Similarly, the changes in the prices of other commodities are 
ambiguous in their reactions on a particular demand schedule. 
A fall in the prices of other commodities may lead to some of 
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them being substituted for the commodity under examination, 
in which case the demand for it would decrease. Conversely, 
a rise in other prices would, in these circumstances, lead to a 
demand for our commodity. On the other hand, consumers 
might decide that the decrease in the prices of certain com¬ 
modities enabled them to buy the same quantities of these 
commodities for a smaller expenditure than before, and the 
money so saved might be spent in other directions—perhaps 
upon our commodity. 

It might therefore appear that the factors we have outlined 
are changing so frequently that the idea of a demand schedule 
is of little importance, for the conditions underlying one par¬ 
ticular schedule would have changed before we had had a 
chance to make the necessary number of observations. It is 
perfectly true that in strict theory a change in the price of glass 
marbles affects the demand for steel girders, but no one would 
suggest that the effect is of sufficient importance for us to take 
it into account in dealing with any problem of the steel market. 
In general, we are quite safe in ignoring all price changes except 
in those of commodities which are closely related to the com¬ 
modity with which we happen to be dealing. Nevertheless, the 
fourth condition serves a most useful purpose in urging us to 
search carefully for connections between prices of commodities, 
and so complicated is the economic mechanism that this is no 
easy task. Furthermore, consumers as a whole are very con¬ 
servative, and do not make drastic changes in their habits of 
consumption quickly or for small changes in price. Neither are 
changes in numbers likely to be sufficiently rapid to cause much 
trouble. Changes in the data are not likely to be so rapid as to 
prevent observations being made and estimates of demand to be 
modified accordingly. 

One further word of warning may be appropriate. It is the 
custom in using diagrams to draw the curve from one axis to 
the other, but no one imagines that the data to justify this 
proceeding are ever known. All that can ever be justified 
in actuality is a small area on either side of the existing 
price, but as it is more convenient to draw sweeping curves 
than to examine diagrams through a microscope, we shall 
persist in the practice, but always keeping this proviso in 
mind. 
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Supply Curve 


Price 


The Supply Curve 

Corresponding to the demand schedule, we have the supply 
schedule and its graph, the supply curve (Fig. 3). When we were 
discussing the shape of the demand curve, we were concerned 
with the tastes or desires of the body of consumers, considera¬ 
tions of a subjective character. Questions of tastes or desires are 
also relevant to an examination of the shape of a supply curve, 
for they help to determine the reserve price which the owner of 
a commodity puts on his 
property. To illustrate 
the matter, let us consider 
the supply curve for copies 
of a very scarce edition of 
a book. The total number 
in existence is fixed and 
approximately known, but 
the reserve price put upon 
each will not be the same 
in every case. Some price 
will be just high enough 
to attract an offer from the 
most impecunious or least 
appreciative possessor of a 
copy. At higher prices more owners will find the offer to be 
greater than their own valuation of their property and will be 
willing to sell. Finally, there is some price at which all copies 
which legally can be sold would be on offer. This schedule is 
unlike the demand schedule, in that small quantities are on 
offer at low prices and larger quantities at higher prices. 

We can now draw the supply curve for a commodity the total 
quantity of which is fixed. The curve will begin at some point 
on the price axis corresponding to the minimum price necessary 
to attract any supply, and it will rise upward to the right, 
becoming steeper and steeper until, when the whole quantity 
in existence is on offer, it becomes vertical. 



o q 

QuANTmr (oFFtRJED FOR SaLE ) 

Fig. 3. 


Equilibrium of Supply and Demand 

We are now' in a position to fit together the demand and 
supply pieces of our apparatus. Both pieces are as yet very 
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roughly shaped, and in the case of the supply piece we have 
taken a very highly simplified example. Our problem is to 
discover the price at which the market will be in equilibrium; 
that is, the price at which supply is such that there are no 
would-be buyers able and willing to pay the price but unable 
to find a seller, and no would-be sellers at that price unable to 
find a buyer. This means, of course, that supply and demand 
must be equal, and it follows, from the discussion earlier in this 
chapter, that there will be, in general, a price at which the two 
are equal. Our demand schedule is a scale of decreasing 
quantities for increasing prices, and the supply schedule one of 
increasing (piantitics for increasing prices. Thus, so long as the 
lowest reserve price of any seller is not greater than the highest 
price any buyer will pay, and the smallest quantity the sellers 
will offer is less than the largest quantity buyers will take, the 
two scales will have a common point, and in our diagram the 
demand and supply curves will cut. In Fig. 4 this point occurs 
at /i, and at a price Op, Oq is both demanded and supplied. 
If price is lower, say, at Opi, OA will be demanded, but the 
sellers will be willing to supply only OB and BA will represent 
the demand left unsatisfied. Would-be buyers will raise their 
bids and sellers will acce})t them, so that price will rise. Simi¬ 
larly, if market price is higher than the equilibrium level, 



say at Op 2 , the quantity 
on offer, OC, will be 
greater than the quantity 
OD buyers will be willing 
to take. Sellers will un¬ 
dercut each other’s offers, 
but will decrease the 
quantities offered and 
sales will increase as price 
falls. If, therefore, price 
is below Op, there is a 
tendency for it to rise, 
and if it is above Op, 
there is a tendency for it 


to fall. At Op there is 
no force either on the side of demand or of supply tending to 
change the price level, and so Op is termed the equilibrium price. 
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Now the statement that the market is in equilibrium at price 
Op does not mean that everybody is satisfied, in the sense that 
everybody who would like to buy has bought and that every¬ 
body who would like to sell has sold. It means that, given the 
price, neither sellers nor buyers can make a change which will 
better their position. All those who would like more do not 
demand it, because they are not willing to increase their pur¬ 
chases at the price Op, and similarly those wlio have the com¬ 
modity would rather keep what they have than sell any more of 
it at the price obtainable in the market. 

Changes in Conditions of Supply 

A given supply curve or the corresponding supply schedule 
continues to represent a particular market only so long as the 
conditions of supply underlying it continue unchanged. Thus, 
if in the case of the scarce books we mentioned earlier a hitherto 
unknown stock was to be discovered, the supply curve would 
move to the right as the curve S in Fig. 5a has done. The 
conditions of supply would also be changed if the fashion of 
collecting scarce editions were to decline. Since the total 
number of copies in existence would be unaffected, the new and 
the old curves would coincide at the upper or right-hand end, 
although it is probable the curve would become vertical at a 
lower price, for it is likely that the whole supply would be called 
forth by a lower bid than formerly. Similarly, the discovery 
of new deposits of a mineral will move its supply curve to the 
right, while the exhaustion of existing deposits would cause it 
to move to the left, so that a smaller quantity than before 
would be put on the market at any given price. In the case of 
manufactured articles, the invention of a new process may 
enable any given quantity to be produced at a lower price than 
before, so that, at a given price, the quantity supplied is greater 
than before. 

Equilibrium with Changes in Demand and Supply 

We can now consider the movements in price which are likely 
to take place when changes in both the conditions of demand 
and supply occur. We start from the equilibrium position 
where price p is determined as in Fig. 4 by the intersection of 
the demand curve DD and the supply curve SS (Fig. 5a). 

I.E.A.— 2 
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First, we will suppose that the commodity becomes more 
popular, so that more of it is purchased at all prices and the 
demand curve moves into the position DiDi, Nothing has as 
yet happened to the conditions of supply, so that price will now 
be determined by the intersection of the new demand curve 
with the old su})ply curve, that is, it will be Opi. But the in¬ 
crease in demaiul for this commodity and the rise in its price 

CHAtJQE IN Conditions of Demand and Supply 



may induce other people to manufacture it, so that more will 
Ik* supj:)lu’d at all prices and the supply curve will move into the 
position Price will now be determined by the inter¬ 

section of the new su])ply curve and the new demand curve, 
i.e. at Op 2 . riie final price Op^ will certainly be lower than Opi, 
but how it compares with the original price Op depends on the 
ii'lative shifts of the demand curves. In Fig. 5a, where the 
shift in the supply curve is relatively greater than that in the 
demand curv'e, price is lower when the changes are completed; 
whil(‘ in b'ig. 5n the shift in the demand curve is the greater and 
price has risen. Equal shifts would, of course, leave the price 
unchanged. 

Such changes, particularly those in supply, take time to 
accomplish, and the movement from one curve to another is a 
gradual process, while movements up and down a particular 
demaiul or supply curve are considered to take a negligible 
time. Indeed, to be quite exact we must regard points on one 
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of these curves as representing alternatives, which are open at 
any moment, given the conditions of demand or supply. It is 
probable that the case illustrated in Fig. 5a is the one most 
frequently to be met in practice. A random selection of the 
inventions of the present century will provide numerous ex¬ 
amples of a great increase in demand accompanied by a fall in 
price. A spectacular case is that of rubber. In 1910 the world 
consumed 88,000 tons of rubber, at an average price of 8s. M. 
per pound, while in 1930 it consumed 710,000 tons at a price of 
about bd. per pound. 


Price and Cost 

It may have occurred to some to enquire whether cost of 
production has anything to do with price. We dealt first with 
a simplified case where a fixed quantity of a commodity was 
assumed to exist. In this case any original cost of production 
is quite irrelevant. Price depends solely on the tcistes of those 
who possess and those who wish to acquire. Indeed, it is 
possible to go farther, and to say that once any commodity is 
in existence its cost of production is quite irrelevant to its price. 
A supply is in existence, and must be sold for what it will fetch 
in the market or not ai all. But although the cost of pro¬ 
duction cannot affect today’s supply, yet the anticipated cost 
of reproduction does affect tomorrow’s supply. Unless market 
price is such that it covers the cost of reproducing today’s 
supply, then production for tomorrow will be curtailed or may 
cease entirely. 

In this chapter we have constructed a crude working model 
of the mechanism of price determination. The conditions 
underlying the demand and supply curves will be further 
investigated and the model elaborated in subsequent chapters. 
In conclusion we will set out the generalisations which have 
emerged from this discussion: 

1. If price rises, other things being equal, demand contracts; 
conversely, if price falls, other things being equal, demand 
extends. 

2. If price rises, other things being equal, supply extends; 
conversely, if price falls, other things being equal, supply 
contracts. 
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3. Price tends to the level at which supply and demand are 
equal. 

4. If demand increases, conditions of supply remaining the 
same, price rises; conversely, if demand decreases, price 
falls. 

5. If supply increases, conditions of demand remaining the 
same, price falls; conversely, if supply decreases, price 
rises. 


FruTHER Reading 

Houlding, K. K.: Economic Analysis, Chaps. 3 and 4. 

Ili'NDERsoN, ]\. I).: Supply and Demand, Chap. 2. 

\Vi( KSTEED, P. II.: Conimonsense of Political Economy, Book I, 
Chap. 1. 



Chapter IV 

THE THEORY OF CHOICE 


In the previous chapter we arrived empirically at certain 
generalisations on the relationship between the price of the 
commodity and the quantity of it demanded. We reached 
such broad conclusions as that which states that the quantity 
demanded is larger for a lower price than for a higher price, and 
that changes in certain fundamental conditions will cause the 
quantities demanded at all prices to increase or decrease. We 
did not find any explanation why these movements should be 
of greater magnitude in certain cases than in others, or any 
indication of the underlying mechanism. It is this deficiency 
we must now repair. 

So far, in the discussion of the behaviour of people disposing 
of a fixed income, we have kept the argument at the level of 
deduction from common experience, and we shall maintain it 
there. 

The problem we have now to solve is to determine the rela¬ 
tionship between the price at which a commodity is sold and the 
quantity of it a given individual will purchase at that price. 
The traditional approach to this problem was by consideration 
of the satisfaction an individual was supposed to derive from 
the consumption of successive units of the commodity. The 
method involves the use of psychological assumptions of 
dubious validity, which are not essential to the solution of the 
problem. Therefore, on grounds of the well-known logical 
principle of economy of hypothesis, an approach to the problem 
which involves fewer and less-complicated hypotheses should 
be preferred. 

We will approach the matter from the standpoint of an 
individual dividing his expenditure among the various rival 
claims against it. He has a certain amount of money income 
and he buys certain goods and services in the market and 
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possibly sets aside a certain amount of cash as reserve, but for 
the moment we will suppose that all private persons, as distinct 
from persons organising businesses (though these will sometimes 
be the same persons acting in another capacity), spend all their 
income on goods and services for consumption. 

It would be quite unreal to picture an individual planning 
what he was going to spend on each and every one of the goods 
and services he wished to consume, yet most individuals have 
habitual levels of expenditure, and are accustomed to consume 
reasonably constant quantities of each. These levels are 
arrived at by a process of trial and error, and aresubject tosome 
adjustment from time to time. The adjustment comes about 
through the individual reviewing expenditure and deciding 
whether it could not be better distributed. There is a constant 
tendency to cut down expenditure on some lines in order to 
spend more somewhere else. 

Comparisons are made of the modifications which arc possible. 
Cutting down the number of cigarettes smoked by twenty a 
week will permit the purchase of a concert ticket once a fort¬ 
night, or will enable a slight improvement in lunches to be made 
twice a week. These alternatives are set one against the other 
and a decision is made. Wc need not beg any psychological 
cjuestions as to whether people really prefer the alternatives 
they choose to those they reject. We are concerned solely with 
their behaviour, and if, when faced with the choice of A or B, 
they take .1, we shall say they prefer A. By the term prefer¬ 
ence we shall mean merely that (he persons concerned are in the 
habit of making one choice rather than another, when both are 
open to them. If, therefore, there happens to be an unallo¬ 
cated shilling and the decision is taken to spend it on oranges, 
this will constitute proof that the consequent additional 
oranges are the most important contribution to consumption 
which could have been made with the shilling. If the shilling 
has been made available by a reduction in the expenditure on 
potatoes, we shall take it as evidence that, at current market 
prices, a shilling’s-worth of potatoes is considered as of less 
importance than a shilling’s-worth of oranges. 

If, this adjustment having been made, there is no further 
deduction from consumption of potatoes in favour of the con¬ 
sumption of oranges, we are to conclude that no advantage lies 
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in a further exchange. Given the quantities (>( each of the two 
commodities which are now being consumed per week, there is 
no advantage to be gained by further substitution of one for 
the other. An additional shilling's-worth of oranges and the 
shilling's-worth of potatoes which would have to be surrendered 
to get it are now considered as equally valued. If a shilling 
buys a stone of potatoes or six oranges, we have thus deter¬ 
mined the valuation of the one in terms of the other for the 
individual in question, when certain quantities are being en¬ 
joyed per week. 

Marginal Rate of Substitution 

Now it has already become apparent that this valuation of 
small increments of one commodity in terms of another varies 
with the total quantities of the two the individual concerned 
possesses. The last stone of potatoes was clearly worth less 
than the six oranges which replaced it in consumption, but this 
increase of one quantity and decrease of the other modified 
valuations, so that after the substitution was made, six 
oranges were no longer worth more than a stone of potatoes. 
It is useful to have a term to indicate this valuation of one 
commodity in terms of another, and we shall call it the Marginal 
Rate of Substitution (M.R.S.). We will define it as the ratio 
between small quantities of two commodities which are equally 
valued. 

Thus, if an individual considers that, by increasing his con¬ 
sumption of tea by one pound a month at the expense of cutting 
down his tobacco consumption by an ounce, he would be no 
better and no worse off, then we can say that the marginal rate 

1 oz 

of substitution of tea in terms of tobacco is - —. It is not 

I lb. 

suggested that the comparison would be made in physical terms 
in this way, but the actual process would come to the same 
thing. The cost of the ounce of tobacco and of the pound of 
tea is the same, and the consumer considers saving on the one 
in order to spend on the other. In this case we can get a 
measurement of the marginal rate of substitution in physical 
terms, since the increments of the two commodities are ex¬ 
pressed in the same units and 16 oz. of tea are considered equal 
to 1 oz. of tobacco. Thus is also the inverse ratio of the 
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prices of the two commodities. We can say, therefore, that 
when an individual has found an equilibrium between con¬ 
sumption of two commodities, the marginal rate of substitution 
of one in terms of the other will be equal to the inverse ratio of 
their two prices. 

Personal Valuations and Market Valuations 

Iiach individual who is balancing expenditure has therefore 
two valuations to bear in mind: (a) his own personal valuation 
of an increase in the consumption of one commodity made at 
tlie expense of a decrease in the consumption of the other, i.e. 
Iiis marginal rate of substitution, and (6) the market rate of 
valuation or price. Let us suppose that we are concerned with 
an individual wlio consumes only two commodities, say bread 
and butter. If the market valuation of butter is not so great, 
relative ly, to that of bread as our individual’s personal valua¬ 
tion, lu' will!)(' willing to give up bread in exchange for butter, 
and will continiK* to do so as long as this state of affairs con¬ 
tinues to exist, j^'xchangc will come to an end if and when the 
private' valuation and the market valuation are equal, that is, 
when the marginal rate of substitution of one for the other is 
eepial te) the inverse ratio of their prices. When he has reached 
this point, he will be unwilling to increase his consumption of 
e‘ithe'r ce)mmodity at the expense of the other, because in each 
case tile increment of one will not be worth the small quantity 
of the other which must be given up to obtain it. 

Similarly, if a person’s valuation of butter in terms of bread 
is less than the market valuation, he will be willing to give up 
butter and buy bread, and again will continue to do so until 
either the market valuation or his own valuation changes 
sniTu'iiaitly for the iwo to reach equality. We have therefore 
tiu' following condition of equilibrium of exchange for two 
commodities and money: 

'fhe marginal rate of substitution of A for B 
A small quantity of B 

file small quantity of A equivalent in estimation of 
individual to above quantity of B. 

_ Price of A 
Price of />’ 
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Diminishing Marginal Rate of Substitution 

The argument we have used to determine the conditions of 
market equilibrium presupposes that the marginal rale of sub¬ 
stitution of one commodity for another decreases as the quan¬ 
tity of the commodity possessed increases. Thus, if an indi¬ 
vidual is giving up B and acquiring ^4, it is necessary to the 
argument that he should demand more and more of A in 
exchange for a given quantity of B, or, to put it another way, 
he is willing to give less and less of B for successive equal 
increments of A . 

Is it really necessary that this condition should hold, and 
what would be the consequences if it did not hold ? 

If the marginal rate of substitution of one individual for one 
commodity in terms of another should remain constant at a 
level higher than price irrespective of the quantity acquired, 
exchange would continue until the whole of income was spent 
on the one commodity. As we are assuming that we are dealing 
with an economy in which there are only two commodities, the 
marginal rates of substitution of eacli in terms of the other are 
reciprocals, so that if the M.R.S. of A for B is constantly above 
the price ratio, the M.R.S. of B for A must be constantly below 
the price ratio. In these circumstances an individual would 
sell all the B he possessed and spend all his money on A . 

Such a situation must be admitted to be possible, but if 
quantities of both commodities are consumed, we must have 
the condition of decreasing M.R.S. if we are to explain the 
relative sizes of the two quantities. 

What condition would account for this phenomenon of a 
decreasing marginal rate of substitution ? It would occur if, 
for at least one of the commodities, it were possible to arrange 
uses for the commodity in descending order of importance. 
Suppo.se we consider the butter supply consumed by an 
individual to be divided into ounce lots and that specific uses 
can be found for successive ounces. The first ounce is devoted 
to the use considered most important by the consumer, and the 
second to the next in order of importance and so on. 

If this were so, the M.R.S. of butter for bread would decline 
as more butter was acquired, even if the uses of successive 
loaves of bread were considered equally important. If at the 

I.E.A.—2* 
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same time successive uses for a loaf of bread were considered 
to be of decreasing importance by the individual in question, 
the M.R.vS. would decrease all the more rapidly. Not only is 
( ach ounce of butter acquired meeting a less important use than 
tlie one before it, but each successive loaf given up is being 
subtracted from a more important use than the one before it. 
It is not an unreasonable generalisation from experience that, 
for most commodities, uses can be arranged in descending order 
of importance. 


Exchange with More than Two Commodities 

We can apply the rule we have discovered for the exchange 
(d two commodities to a market in which any number are 
exchang(;d. Between each pair of them we must have the 
same n'lationship; tlie marginal rate of substitution will be 
I'qual to the price of one in terms of the other. 

If A/I, AR, AC, etc., are small quantities of A, B, C, etc., 
which are c([ually valued, and J^ignifies the price of A in 
terms of : 


A/y 

A.1 


. AC _ . A/;_^ . 

rA/lii =- PlMCf ~~ 


Again, this involves nothing more than the assumption that 
an individual experiments with consumption and increases the 
(juantity of one good consumed and decreases consumption of 
another, until he arrives at the ideal collection of goods and 
services purchasable with his income. 

Ihit when W(' take this step to a multi-commodity market, 
the use of prices which arc exchange ratios between any two 
commodities the price of A in terms of B and the price of B 
in terms of etc. -becomes very cumbersome, and it is more 
convenient to use one of the commodities as a standard. Then 
all ju ices are measured in terms of the standard, which we will 
suppose is wanted only because it can be used for making pay¬ 
ments and for no other purpose. The standard has then taken 
on one of the attributes of money, and we shall now call it 
money, remembering that until further notice it is money only 
in a limited sense of the word. 

We can now use an alternative form of the argument above. 
Because the equilibrium condition above holds between each 
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pair of commodities, it holds between each of liicm and money, 
so the marginal rate of substitution of each commodity for 
money will be equal to its money price; so that, if AM, A^, 
AB, etc., are equally valued small quantities of commodities, 
M being used as money: 

AM ^ AM ^ AM , , 

M AC 


Now, we can get this result another way. When an individual 
has distributed his income among the various objects of expen¬ 
diture open to him, he will be unable with advantage to switch 
expenditure from one commodity to another. Therefore, if a 
small quantity of money AM buys a small quantity of 
commodity or a small quantity AZ? of B, etc.: 

AM =- Ai4.^A = = ^C,pc, etc. 

So again we have: 


AM ^ AM 
AB 


Pli I 


AM 


AC 


Pci etc. 


And again we have the marginal rate of substitution of the 
commodity for money equal to its money price. When this 
condition is satisfied, an individual cannot increase the quantity 
of any commodity consumed per unit of time at the expense of 
any other commodity with advantage to himself. 

We have now arrived at a most useful piece of information. 
We know that the quantity of a given commodity an individual 
will consume at a particular price is that which makes his marginal 
rate of substitution for money equal to the price. 


Diminishing Marginal Rate of Substitution Reconsidered 

It can now be shown that a constant marginal rate of sub¬ 
stitution is much less probable than it appeared when we 
discussed only two commodities. If the marginal rate of sub¬ 
stitution of a commodity for money remains constant, an 
individual will either buy none or spend the whole of his 
income on it. He will buy none if the M.R.S. is constant and 
less than the market price. He will spend all his income on it 
if the M.R.S. is constant and greater than price. If by coinci¬ 
dence the M.R.S. and price happen to be equal, expenditure 
might increase to total income, or decrease to zero, in response 
to any accidental change. 
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It is not necessary to assume, as the utility theorists did, that 
in every case successive increments are put to uses of decreasing 
importance. Even if in some cases the uses for a commodity 
arc of constant importance, as more of it is acquired the 
M.K.S. will still diminish so long as the condition of constant 
importance of uses does not hold for all other commodities. 
I'hc possibility of a preference scale for a commodity where 
successive uses are of increasing importance can be ignored. 
All uses are supposed to be alternatives at a moment of time 
and, if consumption fosters appetite, uses have to be taken in 
order of time. We are then concerned with a preference scale 
which is changing rapidly, and not with movements on one 
scale. 

M.R.S. and the Demand Schedule 

We are now in a position to examine much more closely the 
nature of the demand schedule, whose acquaintance we made in 
('ha])ter 1II. Our study of the marginal rate of substitution has 
shown us that the cpiantity an individual is willing to consume 
at a giv(‘n price is that quantity which makes his M.R.S. equal 
to the price. So if an individual starts buying a commodity A 
at price p, he will work his way down his preference scale, 
hlling succ(‘ssive uses, until he comes to the point where the 
satisfying of an additional use will leave him no better off, 
bi'cause the uses of other things he will have to sacrifice are 
just as important to him as the use for A, whose fulfilment he 
is contemplating. His M.R.S. is then equal to the market 
])rice pi and the quantity consumed per unit of time is If 
price falls, say, to p 2 , he will have to increase his consumption 
by some amount, great or small, before the condition of equi¬ 
librium is again satisfied. So we can proceed for each member 
of a series of prices. 

We can go through the same process with all the individuals 
concerned in turn. Some individuals may start buying at 
j)rices higher than pi, others may buy nothing until price has 
tallen below this level. At the end of our investigation we 
shall have a scale of prices, at each of which at least one 
individual is willing to consume some quantity of .4. For 
each individual, the lower the price the larger the quantity 
consumed: and for the market as a whole, the lower the price, 
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the more individuals are consuming at that price, until all are 
consuming. We can therefore add up the quantities that indi¬ 
viduals are willing to buy at any particular price, and this 
constitutes the market demand at that price. 

Thus in Table 1 we see the construction of a demand schedule 
for cigarettes for a market consisting of three people X, Y and 
Z. At a price of 3s. 6d. per packet, X buys two packets, which 
quantity equates his M.R.S. to the market price. For Y and Z, 
price exceeds the M.R.S. for any quantity, however small. At 
3s. X buys three packets per week, because when he is doing so 
his M.R.S. is again equal to the new price. Y now buys one 
packet, as when he does so his M.R.S. is also equal to 3s. but 
not until price has fallen to 2s. 6d. does it become equal to the 
highest value of M.R.S. on Z's scale and he begins to consume. 
The total demand for the market is obtained by adding the 
quantities individuals will purchase at each price, and the idea 
can be extended for a market consisting of any number of 
individuals. 


Table 1 

Demand Schedule for Cigarettes 


Price 

No. of Packets purchased per Week. 


y 

Z 

Total 

3s. 6^^. 

2 

0 

0 

2 

3s. 

3 

i 

0 

4 

2s. 6c/. 

6 

2 

1 

9 

2s. . 

8 

3 

2 

13 

Is. 6c/. 

y 

5 

4 

18 


This method of deriving a demand schedule for a commodity 
brings out certain features which other methods obscure. It is 
quite apparent that the demand schedule for one commodity is 
not dependent alone on the tastes of consumers for that com¬ 
modity. The quantity of tobacco consumed does not depend 
solely on consumers' desire to smoke, but also on their willing¬ 
ness to divert income from other objects of expenditure. So a 
given demand schedule depends, not only on tastes for the com¬ 
modity to which it relates, but also on tastes for all other com¬ 
modities which consumers purchase or contemplate purchasing. 

If consumers' tastes for sweetmeats change, their valuation 
of tobacco in terms of sweets changes, but market prices have 
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remained the same. Therefore, the quantity of sweets which 
can be bought for a shilling, which formerly was valued equally 
with the quantity of tobacco a shilling will buy, is now more 
highly valued. In order that the balance shall be restored, 
consumption of sweets has to be increased and consumption of 
something, perhaps tobacco, has to be reduced. Similarly, if 
the price of sweets falls, consumption of some other commodity 
will probably be adjusted to restore the equilibrium. The 
prices of all consumption goods and the quantities of them 
demanded are thus interdependent, but to trace their inter¬ 
actions we must examine some of the relationships between 
commodities. 

Rival Goods 

The most common relationship between consumers* goods is 
that of rivalry. Finally, this is the relationship between all 
commodities and services, as all are rivals for a fixed total of 
(‘xpenditure. Many commodities are, by nature, in some 
d(‘grec substitutes for each other. Thus, all forms of food are 
in some degree rival, as one form can be substituted for another, 
and we have already seen that the possibilities of substitution 
do not stop here. The more generalised desires may be, the 
more diverse the range of goods and services which can cater 
for them and which in consequence are substitutes for each other. 

rims, if the price of mutton falls so that an individual moves 
farther down his scale of diminishing marginal rate of substitu¬ 
tion of mutton for money, his desire for beef and hence his 
personal valuation of beef will be affected. It will not merely 
be a matter of his valuation of the last incremental unit of beef 
in the least important use to which he put it, but his whole 
scale of valuations of beef in all its uses will tend to fall as he 
substitutes mutton for beef. 

I'he effect of a fall in the price of one of a group of rival coin- 
moditii's will therefore be to depress the scales of marginal rates 
of substitution for money of the other members of the group 

Complementary Goods 

In contrast to the rivalry relationship between commodities, 
it is ]X)ssible that there may be a relationship between two or 
more commodities such that, if for any reason whatsoever the 
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consumption of one of them increases, desire for the other 
becomes stronger and personal valuation of it is higher. In 
such a case, a fall in the price of one commodity causes an 
individual to travel farther down his scale of diminishing 
marginal rate of substitution of the commodity for money, and 
in doing so to consume more of the commodity. This results 
in a raising of the scale of marginal rates for the related com¬ 
modity, so that, if its price remains the same, more of it will be 
consumed in order to descend the scale of marginal rates to the 
point where the marginal rate of substitution for money is 
equal to the money price once more. 

The simplest cases of such a relationship are those between 
meat and mustard, bread and butter, tea and milk, fresh fruit 
and jam sugar. In the case of motor-cars and petrol, the 
effect for a single individual is to be noted only at the point 
where the fall in the price of cars is sufficient to induce a non- 
owner of a car to become a car owner, but as regards the total 
demand for cars, the principle is still operative. An increase 
in the number of cars purchased would lead to an increased 
demand for petrol. 

Income Effect and Substitution Effect 

If a housewife has been in the habit of buying 200 lb. of 
butter per year at Is. Sd. per pound and the price of butter 
falls to Is. 6d. per pound, the position is somewhat analogous 
to that of an increase in income. There will be, as we have seen, 
a tendency to substitute butter for other things, simply because 
further units can be obtained at a lower price. But the 
situation would be no different if the housewife were given an 
increase in income of 400d. per annum and the right to buy 
200 lb. at Is. Sd., and as many more as she liked at Is. Gd. The 
adjustment which would then take place would be as between 
the extra income and the right to purchase more butter at the 
lower price. The extra income may be spent wholly or mainly 
in buying more butter, or expenditure may be diverted to the 
purchase of other commodities. Thus the effect of a fall in the 
price of a commodity can be broken up into two distinct effects. 
The first we have already noted. A commodity whose price 
has fallen is substituted in use for other commodities which are 
more or less closely rival to it. This phenomenon we term 
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the substitution effect, and the expenditure for the increase 
in consumption is found from a decrease in expenditure on the 
commodities which are substituted against. 

The second effect is concerned with the disposal of the release 
of expenditure which arises because it is possible to buy the 
same quantity of the commodity whose price has fallen for a 
smaller expenditure than before. This is termed the income 
effect. Taken alone, it may lead either to a maintenance of 
expenditure on the commodity whose price has fallen or to a 
decrease in that expenditure. 

Inferior Goods 

In one type of case, the tendency to divert expenditure away 
from a commodity whose price has fallen may be so strong that, 
not only is tlie saving on the reduced price spent on something 
else, but consumption of the cheapened commodity may 
actually be reduced. For this to happen it is necessary that 
either the marginal rate of substitution of the other commodity 
is rais(‘d by the price fall, or the scale of marginal rates for the 
chea[)ene(l commodity is reduced. This occurs when two com¬ 
modities technically fulfil substantially the same purpose but 
one is considered superior to the other. 

The cheapest common foodstuff is usually in this category. 
Ik'ople who consider that wheat flour is a choicer article of diet 
than potatoes nevertheless may have to buy potatoes exclusively 
because, given their income and the ruling price of potatoes, 
they cannot provide an adequate diet when buying both. A 
fall in the price of potatoes may enable them to reduce potato 
consumption and to substitute the more expensive wheat flour. 
In these circumstances the income effect of a reduction in the 
price of potatoes is said to be negative. 

Further Reading 

f'ETTER, F. A.: Principles of Economics, Chap. 2. 

Knight, F. H.: Risk, Uncertainty and Profit, Chap. 3. 
PnELPS-lh^owN, W.: Framework of the Pricing System, Chap. 2. 
WicKSTEED, P. H.: Commonsense of Political Economy, Book I. 

Chaps. 2 and 3. 



Chapter V 


INDIFFERENCE CURVE ANALYSIS 

This chapter presents a more precise method of arriving at 
demand schedules for consumption goods than that offered by 
the Theory of Choice in Chapter IV. The mathematics used 
involves nothing more profound than a little elementary co¬ 
ordinate geometry, but it permits a far clearer statement of 
the principles of pricing than is possible in purely literary 
terms. 

The Indifference Curve 

The method of scales of marginal rates of substitution we 
have been using involves keeping in mind the personal valua¬ 
tions of individuals, their incomes, the price of the commodity 
under examination, and the prices of other commodities which 
enter into consumption, but it does not offer any visual 
apparatus to assist us. A slightly different approach to the 
matter still retaining the idea that the marginal rate of sub¬ 
stitution measures the personal valuation of the individual, is 
sometimes found simpler by beginners, and in more advanced 
studies provides an alternative to somewhat complicated 
algebraical methods. 

Let us return to the individual whom, in the previous chapter, 
we studied adjusting his consumption as between bread and 
butter. We will suppose he has x units of bread, y units 
of butter and nothing else whatever. These are the only com¬ 
modities entering into exchange. Now it may be that if our 
individual had of bread and of butter, instead of x of bread 
and y of butter, he would consider himself equally well off So 
we might get a whole set of pairs of quantities of the two 
commodities, which would be equally welcome to the p>erson in 
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question. These we could plot in a curve, I, Fig. 6a, who.se 
horizontal axis is quantities of bread and whose vertical axis 
represents quantities of butter. It is the locus of the points 



ri'prcsenting pairs of quantities between which the individual 
is indifferent, so it is termed an indifference curve. 

We can tlien draw another like it, starting with x units of 

bread and units of butter, and draw the locus of points 

representing combinations between which the individual is 
again iiulifferent. In this way we can derive a wliole family 
of curves above and below the first one at whatever intervals 
we choose. 

Now let us return to the curve which shows pairs indifferent 
with .V and A'. I'lie point Xi Vi is on the curve close to xy, and 
eonld be reached by an individual at xy giving up y — yi of 
blitter and getting Xi --- x of bread in exchange for it. These 
small doses of each of the two commodities are equally valued 
by tile individual to whom the curve relates, as he is indifferent 
whether he is at .v\’ or Ti Vj. Therefore: 

(.'■ — .Vl) / ( vi - x) 

is the marginal rate of substitution of brctul in terms of butter 
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eit this point, and this is represented geometrically by the slope 
of a straight line joining the points xy and x^y^. 

If we take the two points close enough together, the chord to 
the curve and the arc of the curve become identical and can 
both be represented by the slope of the curve. The marginal 
rate of suhstiUition between the two commodities, when any given 
combination of them is possessed, is the slope of the indifference 
curve passing through the point representing that combination. 
Between the two axes we can find a point which will represent 
a combination of any given quantities of the two commodities 
whicli we may choose, and the marginal rate of substitution 
corresponding to that combination can then be discovered by 
constnicting an indifference curve to pass through that point. 

Diminishing Rate of Substitution and the Shape of the Indiffer¬ 
ence Curve 

An application of the arguments we have used to demonstrate 
the principle of diminishing marginal rate of substitution can be 
used to determine the shape of the indifference curve. We saw 
that in general the marginal rate of substitution decreases as 
more of one commodity is acquired at the expense of another. 
It is necessary therefore that the quantity {yi — y)l{x — x^, 
which represents the marginal rate of substitution of bread in 
terms of butter, shall decrease as the queintity of bread is in¬ 
creased. This means that the indifference curve must slope 
downwards from left to right and must be concave upwards. 
As we saw before, we cannot be very sure of the truth of this 
proposition when we are dealing with two commodities only, 
but more reliance can be placed on the proposition when a 
number of commodities enter into exchange. 

Prices on the Indifference Map 

Just as the variable personal valuation M.R.S. can be 
represented on the indifference diagram by the slope of the 
indifference curve, so a price can be represented by the slope 
of a straight line. If OL, OM and OR, OS (Fig. 6b) are two 
pairs of quantities of bread and butter, and an individual can, 
by exchanging one commodity for the other, have either of the 
two combinations, then the rate of exchange between the two, 
or the price of bread in terms of butter, is the quantity of one 
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which lias to be given up in the market divided by the quantity 
of the other acquired, that is; 

OM — OS _ SM _ P7^ 

~(^f~OL ~ LR ” TPi 

which is the tangent of the angle the line PPi makes with the 
bread axis. 

Conversely, if it were butter which was being acquired, the 
price would be represented by the inverse of this quantity or: 
OR -- OL _ LR _ rPi 
OM - OS SM P T 

the slope of the line PPi measured from the butter axis. So 
we can repi c sent price by the slope of a line drawn through the 



point representing the quantities of the two commodities 
the individual happens to possess. Such a line also represents 
the locus of points representing all the combinations of the two 
commodities which the individual can reach at the given 
markt't price. It is the path along which exchange can take 
place if the individual in question so desires. How far he will 
choose to travel along it wc shall see presently. 

All the price lines drawn through any point will slope down¬ 
ward from left to right. This merely reflects the fact that it is 
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always necessary to give up something in order to acquire 
something in exchange. If a price line is parallel to either 
axis, the commodity represented by that axis is a free good. 
If the line slopes upward from left to right, price is negative: 
the buyer is paid for taking it away. 


Income on the Indifference Map 

We have already shown implicitly how the income of an 
individual may be shown on an indifference map. We have 
seen that the quantities of the two commodities an individual 
possesses before he starts to exchange can be represented by a 
point on the indifference map. In dealing with the problem 
of the division of a given income between competing objects of 
expenditure, it is simpler to start with the assumption that an 
individual receives his income in the form of a quantity of one 
commodity and exchanges some of it for the other commodity. 
Income is then represented by a point on one or other of the 
axes, its distance from the origin representing the size of 
income in terms of one commodity alone. Thus, in Fig. 
6 b, OC represents a given income measured in terms of bread 
and OCi a bigger income measured in similar terms. A 
straight line CD, drawn from C, represents by its slope a given 
price of bread in terms of butter, and, as CiQ is of similar slope, 
it represents the same relative price of the two commodities. 

But these lines represent something else as well. If an 
individual starts off with OC of bread and exchanges some of 
it for butter, his income remains the same in total value, 
though it consists of two commodities instead of one. Thus 
the line CD represents the pairs of quantities of bread and 
butter it is possible to buy with an income equal to either OC 
of bread or OD of butter, when the price of bread in terms 
of butter is ODjOC. The line CD is therefore a constant 
income line and CiQ represents another constant but larger 
income. 


Determination of Quantity Purchased, given Income and Price 

In Fig. 7 we are concerned with an individual who has an 
income of OY units of commodity B, but who wishes to acquire 
commodity A. His personal valuations, in all possible income 
circximstances, are represented by his system of indifference 
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curves. Price can be represented by any line of appropriate 
slope. We will suppose that one unit of A is valued by the 
inarkctat | units of /i, then this market price can be represented 
])y any straight line making an angle tan-^f with the A axis. 
If we draw such a line through point Y, it will represent all the 
points wliich an individual can reach from the starting-point 

set by his income, so 
long as price remains 
constant at this level. 
Imagine, then, an 
individual setting 
out from point Y 
and exchanging B 
for A at tlie rate of 
one and one-eighth 
units for one. At a 
he encounters an in¬ 
difference curve, but 
this is no stopping- 
place. In his opinion 
it is worth giving wp 
ab of B in order to 
get he of A in ex- 
('hange, but the market will give him a larger quantity than 
this, i.e. bd. 

At c his ]xith becomes a tangent to another indifference 
curv(‘, and it will not be worth his while to pass this point. If 
lie does so and gives up ef, the market will give him in exchange 
but in his opinion r/is worth fh, a larger quantity. He will 
llierefore go no farther than jK)int e. He will liave acquired 
OX of A , and given up YZ of B in exchange, and will be in 
the position of having divided his income between the two com- 
imnlities available to him. In this case he has given up a 
number of units of B equal to § times the number of units 
of A he has acquired, but this is merely the result of the par- 
ticular market price we selected. If we had selected a higher 
price for A , it would have been represented by a line falling 
more steeply than Y\V, and equilibrium might have been 
found at a point on a low^er indifference curve. Similarly, had 
the price of .1 been lower, it would have been represented by 
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a line falling less rapidly than YW and equilibrium might have 
been found on a higher indifference curve. 

Exchange in a Multi-commodity Market 

The process we have just worked through for a pair of 
commodities could be carried out as between one commodity 
taken as standard and each of all exchangeable commodities 
taken in turn. We should thus obtain the prices of all com¬ 
modities in terms of the standard. If such a commodity were 
readily acceptable in exchange for all commodities, people 
would be willing to take it, not only because they wanted to 
consume it, but also because they wanted to use it to obtain other 
commodities in exchange. The latter might well become the 
principal reason why people wanted to acquire it, and there 
seems no reason why we should not work the apparatus using 
a commodity which is wanted only because it is readily accept¬ 
able in exchange for all other commodities. Such a commodity 
has then become money. 

If we adopt money as the standard commodity in terms of 
which all prices are to be measured, we can use the more 
reasonable idea of a money income and measure both market 
and personal valuations, i.c. prices and marginal rates of sub¬ 
stitution in terms of money. We need no longer worry about 
the possibility that the marginal rate of substitution of any one 
commodity for money may not diminish with an increasing 
proportion of total income devoted to acquiring the commodity. 
If the M.R.S. should not diminish, the indifference curves will 
not be concave upwards, and if they do not have this shape', 
there is no possibility of a resting-point on any exchange patli 
across the indifference map. 

If the indifference curves were concave downwards and an 
individual found himself at the point where a price line was 
tangential to one of them, it would be advantageous to move in 
either direction rather than to stay at that point. The individ¬ 
ual in these circumstances could find no resting-point except 
on one of the axes, so he would either buy none of the com¬ 
modity or would spend all his income on it, and it would appear 
to be largely a matter of chance which he happened to do. 

If the indifference curves were straight lines, again there 
would be no stopping-point except on one of the axes, and which 



56 AN INTRODUCTION TO ECONOMIC ANALYSIS [Ch. 

axis was selected would depend on whether the price line cut 
the indifference line from below to ebove, in which case the 
stopping-point would be on the horizontal axis, or from above 
to below, in which case it would be on the vertical axis. There 
is also the possible case in which the price line and a straight 
indifference line are parallel, when there will be no reason why 

Monty I h ^3 



tlie individual sliould move from any point in which he hap- 
jxmed to iind liimself, since movement along the price line 
would leave liim no better off and no worse off. 

The Demand Schedule for an Individual 

do determine tlie quantities a given individual would pur¬ 
chase at any one of a series of prices, let us consider that the 
three curves, Ii, I 2 , in Fig. 8 are part of his indifference 
map. He has a money income of y per annum. The question 
then is what will be the quantities of this commodity the 
individual will purchase at a series of prices pi, p 2 , p^ ? These 
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prices are represented by the slopes of the lines drawn through 
the point y, which touch the indifference curves at a, b and c 
respectively. As we have already seen, these points of tangency 
represent the limits to which exchange will go, and the co¬ 
ordinates of each of them represent the quantity of commodity 
acquired, Xi, quantity of income remaining 



yg, yg. For instance, at price pi the individual will buy Xi of 
the commodity per annum, spending y — yi on it and having 
Vi left to spend on other things. 

In each of the two diagrams oi Fig. 8, p^ represents a lower 
price than p 2 , and p 2 than pi. In both diagrams the quantity 
of commodity acquired increases as price falls, but while in Fig. 
8a the amount of income spent on the purchase of this com¬ 
modity also increases for a price fall, in Fig. 8b, although more 
commodity is purchased, less is spent upon it, and the quantity 
of income remaining, when purchase is complete at price p 2 , is 
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greater than wliat is left after the purchase has been made at 
price Pi. 

Thus in Fig. 8a at price a quantity of commodity is 
purchased for an expenditure y — yi- In this case an in¬ 
creasing quantity is purchased for an increasing expenditure. 
In Fig. 8 h we again liave purchased at pi for an expenditure 
of y — yi and a greater quantity x^ purchased at p 2 for 
y _ ]^ut here y — y^ is less thany — yi, and expenditure 
falls as price falls and the quantity purchased increases. 

The actual result in any particular case depends on the shape 
of the indifference curves, that is, on the scale of diminishing 
marginal rate of substitution, and it is clearly possible that a 
tlni (l case could arise where expenditure would remain constant 
irrespective of price. 

Fach point of tangency between an indifference curve and a 
price line gives us one item in the demand schedule of the 
individual. At price pi, quantity % is purchased; at price p^ 
quantity and so on. As we have already seen, the demand 
schedule can be derived directly from experience, but in this 
construction of a schedule on the basis of the theory of choice, 
we have l)(‘en able to observe the separate effect of the prefer- 
(Mices of the consumer, his income and market price, in a manner 
impossil)le by direct observation of schedules. 

The Effect of Income Changes 

Having examined what happens when a consumer's prefer¬ 
ences are given, income is taken to be constant and price alone 
is allowed to vary, we must now assume price to remain con¬ 
stant and allow income to vary. In Fig. 9 let A/j, Afg, A /3 
lejMVsent three different values of money income. Through 
I'ach of tlu'se ]M)ints is drawn a line whose slope represents the 
market price />, so that the three lines will be parallel. Each 
(»f these straight lines is tangential to one indifference curve at 
]>oints d, i\ f respectively. In Fig. 9.\ the points of tangency 
are such that point e, where A/.gis tangential to /g, is to the right 
of d, where d/j is tangential to/j and similarly/is to the right 
(d f. In this case the consumer increases purchases of the 
commodity in question as income grows, but in Fig. 9 b e is 
t(^ the left of d, and f to the left of e, and the quantity of 
('omuKHlity purchased decreases as income increases. 
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Of these two cases the first is the general case and the second 
the special case of an inferior good. The indifference curves 
are those of a cheaper inferior substitute for a superior article, 
and people are willing to spend some of an increase in income 
on securing a supply of superior quality rather than one of 
greater quantity. We have already mentioned the case of the 



cheapest common foodstuff in any community. People use an 
increased income to provide a more delicate as distinct from a 
more ample diet. So an increase in income induces people to 
buy first-class travel tickets instead of third rather than to 
travel more frequently, buy better seats at the theatre instead 
of going more frequently in the gallery. 

With commodities other than inferior goods, the extent to 
which consumption is expanded when income increases depends 
on the rate of fall in the importance a consumer attaches to 
successive uses for an increment of commodity. If the con¬ 
sumer has an unsatisfied use for a further unit of one com- 
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modity, which is but little less important than the last one to 
be satisfied, an increase in income is likely to lead to increased 
consumption. Where there is a considerable drop in import- 



Fig. 1)b. 


ance betwc’cii the last use to be satisfied and the tirst to go 
unsatisfied, a considerable increase in income may take place 
before consumption increases at all. 

Market Demand Schedules 

Having arrived at the demand schedule of a single individual 
for each commodity he consumes, we can imagine the process 
repeated for all individuals in the market. We can add to¬ 
gether the quantities which all individuals will take of a 
particular commodity at each of a given set of prices and so 
obtain a market demand schedule. In order to do this, it is 
not necessary that the indifference maps for all of them should 
be alike. The result would be perfectly valid, if our market 
consisted of a group of persons for whom the commodity was 
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an inferior good and a group for whom it was not. The result¬ 
ing demand schedule might, however, present some puzzling 
features, and in any practical problem to which such a schedule 
was relevant it would probably be necessary to try to isolate 
the two groups and to study them separately. 

More Advanced Reading 

Hicks, J. R.: Value and Capital, Chaps. 1 and 2. 

Pareto, V.: Manuel d'economie politique, Chap. 4. 



Chapter VI 

PROPERTIES OF THE DEMAND CURVE 


Elasticity of Demand 

'i iiiiKK is still more information to be gained from an examina¬ 
tion of small changes in price and quantity demanded; as yet 
we have no measure of the relative sizes of change in price and 
change? in (juanlity for various commodities. If price changes, 
quantity purchased almost invariably changes in the opposite 
direction, but the amount of the change will not be the same in 
all cases. It is clear, of course, that we c^innot compare absolute 
price and (juantity changes because of difference in units. It 
would be ridiculous, for instance, to make a comparison between 
the effects of a penny per pint change in the price of beer and 
a ]xumy per ton change in the price of coal. If we use per¬ 
centage changes, however, this difficulty is avoided. 

A (lecR'ase in the price of a reel of cotton from 2\d. to 2d. is 
not likely to induce anyone to buy very much more cotton, 
riie uses to which cotton is already being put arc very im¬ 
portant, but there are few slightly less important uses to which 
cotton thread might be put at the lower price. Similarly, a 
20 j)er cent, fall in the price of table salt would hardly induce 
us to salt our food more heavily than we do at present. On 
the other hand, a fall in the price of strawberries from Is. Zd, 
to Is. per pound might be expected to lead to a considerable 
increase in consumption. Elasticity of demand is a measure 
of the responsiveness of quantity demanded to a change in 
price, and it is defined as the ratio: 

Proportionate change in quantity demanded 
Proportionate change in price causing change in quantity 

rinis, if a change in price of I per cent, is accompanied by an 
ecpii-proportionate change in demand in the opposite direction, 
both numerator and denominator of this fraction will be equal 

62 
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to one, and we say we are dealing with a case jf unit elasticity. 
But the response in quantity demanded to a change in price 
need not be equi-proportionate. Suppose that it is less than 
proportionate, so that a change in price of, say, 2 per cent, is 
accompanied by a change in demand of 1 per cent., elasticity 
of demand is then equal to a half. So long as the value of 
elasticity is less than one, demand is said to be inelastic, that 
is to say, it is relatively unresponsive to a price change. On 
the other hand, if the proportionate change in quantity 
is greater than the proportionate change in price, elasticity is 
greater than unity, and demand is said to be elastic and it 
is relatively responsive to price changes. 

The careful reader will have noted an inaccuracy in this 
definition, which we must now proceed to correct. The 
changes in price and quantity arc, in general, of different signs, 
an increase in one corresponds to a decrease in the other, so 
that elasticity of demand as defined above will always have a 
negative value. In order that it shall be a positive quantity 
it is customary to multiply the ratio by — 1. 

But, even so, the definition of elasticity stated above is still 
only a first approximation, and indeed covers two distinct 
measurements of the elasticity of a demand curve. The one, 
known as arc elasticity, deals with finite price and quantity 
changes, while the other, known as point elasticity, deals with 
infinitesimal changes. The former is so little used that we 
shall dismiss it with this brief mention and confine our attention 
to point elasticity. Then, if quantity q is being sold at price 
p, a price change of will be accompanied by a change in 
quantity of A^ in the opposite direction, so that A/) and A^ 
will always be opposite in sign. We can then write elasticity 
of demand, £, as: 





P 


To make our original verbal definition correspond numeri¬ 
cally to this, it is only necessary to amend each line to read, 
A very small proportionate change.** 

We may now enquire what characteristics of a commodity 
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determine the elasticity of demand for it. Elasticity depends 
on one characteristic only, the ease with which substitutes can 
be found for the commodity, or with which it can be substituted 
for other commodities. Commodities and services are de¬ 
manded because they gratify particular appetites, and in 
general appetites can be gratified in alternative ways. Thus 
the cinema, the public-house, the football match and the dog¬ 
racing track offer alternative ways of finding a brief escape 
from the drabness of everyday life for a large part of the 
]:)()pulation. Expenditure on house rent may be alternative 
to expenditure on recreations outside the home. Even hunger 
can be satisfied in a variety of ways. If the price of char-a- 
banc tours is raised, people may prefer to turn over expenditure 
to the theatre, or they may spend it on tennis-club subscrip¬ 
tions. The alternative may differ widely from the thing for 
which it is substituted. 

We should expect to find, as is indeed the case, that the 
demand for luxury goods is in general elastic, because the 
desires they satisfy are generalised and can be gratified readily 
in alternative ways. Necessities, on the other hand, are goods 
or services which satisfy very particularised desires; substitu- 
tion is difiicult and may be impossible; demand is therefore 
inelastic. In the case of water we should in the last resort be 
willing to spend the whole of our income on the minimum 
ciuantity of water necessary to support life, if only on the 
ground tliat it is less painful to die of hunger than of thirst. 
Under more normal conditions there is a limit to the amount 
a given household will wish to consume for all purposes, and 
drastic reductions in the water rate v/ould probably be necessary 
before it was considered worth-while to find new ways of con¬ 
suming water. Demand for the cheapest common foodstuff is 
always very inelastic. Because it is the cheapest, no substitute 
is available if its price rises. Indeed, it is possible for the 
circumstances to be such that the demand curve curls round to 
the right as prices rise. Suppose we have a community living 
mainly on potatoes, which are the cheapest form of food. If 
expenditure on potatoes forms a large part of total expenditure 
and the price of potatoes rises, it may be necessary to curtail 
expenditure on choicer and more expensive foodstuffs and to 
spend more on potatoes in order to satisfy hunger. In these 
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circumstances, a part at least of the demand curve could rise 
from left to right, even though the prices of all other commodities 
remained the same. 

The question of availability of substitutes is partially a 
technical question and partially a matter of price. Silver is 
technically a better material for the manufacture of electrical 
conductors than copper, but its technical superiority is not 
great enough to make it a substitute for the purpose at normal 
prices. If the price of silver fell low enough relatively to the 
price of copper, we might expect to see cable-makers changing 
their raw material. 


Consumers’ Outlay 

We have already noted that expenditure on an individual 
commodity may increase, decrease or remain constant as price 
falls and the quantity of commodity purchased increases. 
Consumers' expenditure or outlay is the same thing as gross 
receipts from the sellers' point of view, so that this relationship 
is important, both in relation to the problem of distribution of 
consumers' expenditure and to that of the determination of 
the gross incomes of groups of producers. We must therefore 
investigate farther the relationship between changes in price 
and changes in expenditure. Suppose that a quantity ^ of a 
commodity is being sold at price p. If we take equi-propor- 
tional changes so that price falls by 1 per cent. and demand extends 
by 1 per cent., consumers' outlay after the price change is: 

- P X - q = - pq — pq approximately. 

100 ^ 100 ^ 10000 ^^ 


Thus, when demand is of unit elasticity, consumers' outlay is 
the same whatever the price. 

Suppose a decrease in price of 1 per cent, is accompanied by 
a rise in quantity of 2 per cent., consumers' outlay, which was 
pq before the change, is now : 


^ p X q = — pq, or pq approximately. 
100 ^ 100 ^ 10000 ^^ 100 ^^ 


Conversely, if price had risen and quantity had fallen, con- 

99 

sumers' outlay would have decreased to approximately. 


f.E.A.—3 
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Using our first approximate formula for elasticity of demand, 
we have in this case £ = 2. 

Thus, it would appear that with clastic demand consumers' 
outlay increases for a fall in price and decreases for a rise in 
price. 

Finally, let price fall by 2 per cent, and demand extend 
1 per cent. 

Consumers' outlay after the price change is; 

Too ^ IS ’ “ loss ^ " 100 approximately. 

Similarly for a price rise, consumers' outlay increases to 

pq, 'i'hus, it would appear that when demand is inelastic, 

consumers’ outlay rises when price rises and falls when price 
falls. 

Arithmetical examples do not, however, prove propositions, 
and those who desire rigid proofs are referred to the appendix 
at the end of this chapter. 

The information we have extracted from the.se examples 
forms the foundations of a most useful diagrammatic analysis 
and enables us to draw curves of known elasticity. First, 
consumers’ outlay on a quantity Oq at price Op is represented 
by any such rectangle as OpAq, Fig. 10, formed by the axes 

and the co-ordinates of the 
point A on the curve. Using 
the knowledge that, in cases 
of unit elasticity, consumers’ 
outlay is constant, we can 
draw curves which show 
unit elasticity throughout 
their length. A series of rect¬ 
angles of equal area OpAq, 
Op 2 Cq 2 etc. (Fig. 
11a), is drawn, and the 
^ H Quaijtity points Af B, C, etc., are 

i;iG. 10. joined to form a curve 

which is a rectangular hy¬ 
perbola and represents a demand curve, the elasticity at 
every point of which is equal to unity. Similarly, by drawing 


Price 
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a series of rectangles OpLq, Op^Mqi, Op^Nq^ such that 
each rectangle is of lesser height and greater area than the 
one before it, so that outlay is greater at a lower price than 
at a higher price, we obtain a curve at every point of 
which demand is elastic (Fig. 11b). Again, the series OpRq, 


Elasticity of Demand and ExPENDiniRe 
Constant Outlay Elastic Demand 




Inelastic Demand 



OpiSqi, Op 2 Tq 2 , in which area decreases as height decreases, 
gives a curve at every point of which demand is inelastic 
(Fig. 11c). 

Because in diagrams drawn in this way an inelastic demand 
curve is more steeply inclined than the curve with greater 
elasticity, it is often concluded that elasticity can be judged 
from slope. It is true that if two curves are in close proximity 
the steeper curve has the smaller elasticity, but it must be 
remembered that the slope of the curve depends on the absolute 
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changes in price and quantity, while elasticity is dependent 
n]x>n proportionate changes. It is, however, always possible 
to decide whether a given curve shows elastic or inelastic 
demand by constructing a constant outlay curve to cut it in 
tlie section of the curve it is desired to test. 

In b ig. 12a a constant outlay curve CO and another demand 
(Tirve DD cut at point a, and it is possible to show that curve 
DJ) shows clastic demand in the neighbourhood of the point 
of int(‘rsection. At price op, quantity ocl is sold and outlay is 

ELAfTTicmr OF Deuaud and Expenditure 


CO D 



opdiL At price opi under constant outlay conditions, quantity 
oc would be sold and outlay would be opibe. Under conditions 
of demand sliown by the curve DD, the quantity sold at opi 
would be of, and the outlay opicf is greater than op^be and 
therefore greater than opad. In the conditions of demand 
shown by DD, outlay increases as price falls from op to op^, 
which from our arithmetical examples indicates that demand 
is elastic. 

Tliis fact can also be shown from the diagram. Elasticity 

on the CO curve at point a is , and we know that this is 

od ga 

equal to unity. Elasticity on DD at the same point is ~ 

od ga* 

and since go is greater than gb, elasticity on DD at point a 
must be greater than unity, that is, demand in the region of 
a must be elastic. 
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A similar argument shows that DD in Fig. 12b shows 
inelastic demand, and that outlay falls for a price fall. Again, 
opsl and op^kn are equal in area, as they are drawn to the same 
constant outlay curve, opihm is less than opikn and therefore 
less than opsl. Therefore, on the demand curve DD a fall in 
price leads to a decrease in outlay. Again as before, elasticity 

yk Is 

of demand on the CO curve is - . - and elasticity of the curve 

ol rs 

yJx Is 

DD is equal to . The change in quantity rh is less than 
ol rs 

the change in quantity on the CO curve, so that the value of 
elasticity is less than 1 and DD shows inelastic demand in the 
neighbourhood of s. 

From this we can derive a rule for judging elasticity. If a 
demand curve cuts a constant outlay curve from below to above, 
moving from left to right, demand is elastic in the neighbour¬ 
hood of the point of intersection. If it cuts from above to 
below, moving from left to right as in Fig. 12b, demand is 
inelastic in the neighbourhood of the point of intersection. 

Elasticity will not usually be constantly greater than unity, 
or constantly equal to or less than unity, throughout the length 
of a demand curve. It is probable that elasticity is usually 
greater at the upper or left-hand end than at the other end of a 
curve. If we think of the demand curve for a raw material 
like cotton or tin, demand is inelastic over most of the range 
of price experienced, but there is no doubt it would become 
elastic if price rose to levels at which substitutes which are 
technically superior became competitive. 

Statistical Determination of Elasticity of Demand 

We have already seen that the conditions on which the 
demand schedule is based change so frequently that the statis¬ 
tical determination of a schedule is difficult if not impossible, 
lo derive such a schedule satisfactorily from direct observation, 
it would be necessary that the price of our commodity should 
vary while the prices of all other goods and services remained 
constant. On the other hand, if the price of our commodity 
moved in exactly the same way as all other prices, it is possible 
that consumption would remain constant. It may, however, 
be possible to compare proportional changes in consumption 
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and proportional changes in the price of the commodity in 
which we are interested when that price is measured in relation 
to the prices of goods in general or to the prices of related 
commodities. By such a study one might arrive at a series of 
computations of elasticity of demand for the commodity when 
its price moves in relation to other prices. 

Computations of elasticity of demand have been made for a 
number of commodities, and though no high degree of precision 
can be claimed for the figures obtained, the results do at least 
give us some assurance of the reality of the quantity and an 
indication of its magnitude in particular cases. 


Appendix 

The demand curve for a commodity can be represented by the 
function: 

q F{p), where q and p are inversely related. 

The elasticity of demand is equal to: 


E - 


Now, if £ 1: 

_ . 1 
qdp 


^9 

^ _P 
P 



pq “ constant 

That is, the demand curve is a rectangular hyperbola, and 
consumers' outlay is constant when elasticity of demand is 
eciual to unity. 

If E> 1 


P ‘h 

q ■ dp 


1 



> 9 


.■.-p/‘i-^q>0 .-.A 

dp dp 


(pq) < 0 


Wliere 7: > 1, consumers' outlay decreases for a rise in price 
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[dp + ve) and rises for a fall in price [dp — ve). Similarly, it 
may be proved that where E<\, consumers’ outlay decreases 
for a fall in price and increases for a rise in price. 

More Advanced Reading 

Schultz, H. : Theory and Measurement of Demand, Chap. 1. 
Schultz, H.: Statistical Determination of the Laws of Supply and 
Demand, Chaps. 1-3. 

Stigler, G. J. ; Theory of Price, Chaps. 5 and 6. 



Chapter VII 

CONDITIONS OF SUPPLY 
The Reserve Price 

It is already evident, from our earlier discussions, that two 
types of consideration determine the conditions of supply, 
h'irst, we have the subjective considerations on which, so far, 
the chief stress has been laid. Just as the person who con¬ 
templates buying a commodity weighs the importance to him 
of the thing to be acquired against the importance of the 
collection of goods and services he will have to refrain from 
purchasing in order to acquire it, so the would-be seller weighs 
the importance to him of what he has to sell against the 
importance of what he can buy with the proceeds of the sale. 

In one income stratum it may involve a conflict between the 
rival attractions of an inherited collection of old masters and a 
racing stable, in another it may be between reluctance to part 
with some household treasure and the desire to provide a child 
with extra food or clothing. This kind of choice exists, not 
merely in the unimportant cases of the supply conditions of 
old masters, antique furniture, period houses and other irre¬ 
placeable goods, but also in the much more important cases of 
the supply conditions of labour, land and capital. 

The supply of any productive activity will depend on the 
importance to the supplier of the results of that activity. The 
supplier of any labour service will set against the effort demanded 
of him, not only the income he thereby obtains, but also the 
opportunities for pleasurable activity the occupation affords. 
The owner of land will have to choose between the income he 
can derive by letting it for rent and the loss of enjoyment of 
its amenities. If the possessor of a stock of money contem¬ 
plates lending it, he has to make a choice between the possibili¬ 
ties of income from interest and the loss of convenience and 
security he incurs when he parts with control of his funds. 
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Secondly, we have the physical or technical aspect, the whole 
array of technical facts relating to the quantities of resources 
in existence. Technical facts concerning climate are relevant 
to questions concerning the supply of agricultural crops, others 
concerning the earth's geological structure to questions of 
supplies of mineral resources, while facts provided by many of 
the natural sciences may be relevant to the problems of the 
manufacture of some object of everyday use. 

On these technical factors depend the quantities of produc¬ 
tive resources required to make a given output of a particular 
commodity. The geological structure of a certain mineral 
deposit and the current state of mining technique determine the 
quantities of labour, machinery, fuel and stores needed to 
extract a ton of ore. Similarly, the expenditure of resources 
needed to produce a ton of an agricultural crop will depend on 
the natural conditions of soil and climate and on the particular 
technique employed. 

The two sets of conditions, subjective and technical, will to¬ 
gether determine the money costs of production of the product. 

The Subjective Aspect 

In Chapter IV, when we were examining the conditions 
which determine the quantity of a commodity a given individual 
would demand, we saw that the quantity demanded at a given 
price was the quantity which made the marginal rate of sub¬ 
stitution for money equal to the price. This is just as true 
when an individual already has a stock of a commodity and 
wishes to retain a part and exchange a part for other goods or, 
what amounts to the same thing, sell part of the stock for 
money. The supply such an individual is willing to put on the 
market is equal to the difference between his total stocks and 
the quantity he wishes to retain for his own use, and the market 
supply is the sum of individual contributions determined in 
this way. 

At certain prices the marginal rate of substitution of the 
holders may always fall short of price, however small the 
quantity retained. In this case the whole supply would be 
sold. Lower rates for the commodity might fall within the 
scale for marginal rates of substitution, and part of the stock 
would then be retained and the remainder sold. 
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To illustrate the matter let us take an example from the 
time-honoured fish market, where the catch is 15,000 lb. The 
sellers have a demand for their own product—to store, cure or 
to eat themselves, it does not matter which. 

Table 2 


Price 

per lb. 

Bliver’s Demand 

lb. 

Seller’s Demand 
to Hold 

lb. 

Total 

Demand 

lb. 

Supply 

lb. 

M. 

7,000 

nil 

7,000 

15,000 

Hd. 

8,000 

1,000 

0,000 

14,000 

Id. 

0,000 

3,000 

12,000 

12,000 

('id. 

10,000 

6,000 

15,000 

10,000 

tul. 

14,000 

6,000 

20,000 

9,000 

Ad. 

16,000 

1 

7,000 

22,000 

8,000 


If the whole quantity in existence had to be sold without 
reserve price, equilibrium would be established at 4^., the price 
at which buyer's demand is sufficient to clear the market. 



Since the sellers 
also have a de¬ 
mand for their pro¬ 
duct, equilibrium 
is established at 
the point at which 
total demand, i.e. 
buyer's demand 
plus seller's de¬ 
mand, clears the 
market. This oc¬ 
curs at price 
where the buyer's 
demand of 10,000 
lb. and a seller's 
demand of 5,000 lb. 
together account 


Tk; 


for the whole of 


the 15,000 lb. in 

existence. We assume that, at 9^/. per pound, the sellers 
prefer to dispose of the whole of the catch, but that, as price 
falls below this level, the quantity they prefer not to sell 
increases, hxpressing the same data in diagrammatic form 
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(Fig. 13), DDb represents buyer’s demand, that is, it is the 
same curve we have already become accustomed to using. 
DDx represents column 4 in the market schedule, so that seller’s 
demand is represented by the horizontal distance between the 
two curves. Price is determined at the point where the total 
demand curve cuts the vertical line representing the fixed 
quantity in existence, and at this level 10,000 lb. are purchased. 
55 is the ordinary supply curve and is vertical above the price 
of 9i. Horizontal distances between it and the vertical line rep¬ 
resenting the fixed supply are equal to the demands to hold at 
the respective prices. Thus, at price op, demand to hold is 
represented both by the distances ah and ccL Market price is 
determined at 6rf. Buyer’s demand plus seller’s demand equals 
15,000 lb., equals supply plus seller’s demand. 

From this analysis it appears that conditions of supply arc 
not entirely independent of conditions of demand, as those 
nineteenth-century economists who first used the demand and 
supply curve apparatus taught. Wicksteed, to whom this 
analysis is due, denied that there is such a thing as a supply 
curve, and insisted that it is just the obverse view of the seller’s 
demand. This concept of market supply as the surplus which 
owners do not wish to retain at a given price presents no 
diflicultics when we are dealing with a fixed stock of an irreplace¬ 
able commodity, but its relevance to a commodity which is 
being produced currently is more difficult to see. 

If, however, we keep the idea of substitution firmly fixed in 
our minds, the matter is plain. Every material, every unit of 
labour, land or capital employed, has alternative uses, which 
are ruled out once the decision to devote it to one particular 
purpose is taken. Not only that, the owner of any productive 
resource has the choice between using his property to earn a 
money income and of refraining from so using it. 

Tlie owner of the factor, labour, can use his time and effort 
for remimerativc work or for his own recreation; the landowner 
can rent out his land or use it for his own pleasure; the owner 
of liquid capital can keep it as cash in a strong box or can lend 
it at interest. 

Since units of factor have alternative uses, what can be 
earned in one line of production cannot be unrelated to what 
can be earned elsewhere. Let us imagine a community which 



76 AN INTRODUCTION TO ECONOMIC ANALYSIS [Ch. 

]:)rocluccs only wheat and coal and which uses the same tools 
for either purpose. We will suppose that a day spent coal¬ 
digging and a day wheat-growing are equally arduous. Then 
a coal-miner will not give for his wheat supply more than the 
amount of coal by which his output would fall if he decided to 
produce that amount of wheat for himself. The amount of 
(oal a man produced in a day would thus sell for of the 
annual output he could have obtained if he had decided to grow 
wheat instead. In the more complicated circumstances of our 
own world, a producer will not continue to use resources to 
produce' a commodity if those resources might be more profit- 
;d)ly emjdoyed elsewhere. 

riie owners of a factor of production will require the same 
income from lending out a portion of their property, whatever 
the use to which it is put. The reserve price for each com¬ 
modity will thus have to include a payment to each unit of 
factor e([ual to what it could earn in any other line of produc¬ 
tion. If any inequality of reward occurs, units of factor will 
t(‘nd to move from lower-paid to better-paid occupations to 
wip(‘ out the divergence. 

'rhus taking the total quantity of factor in existence as given, 
the supply of it in one line of production is only the obverse 
view of the demand for it in other occupations. Consequently, 
if tlie demand for a given commodity increases and no un¬ 
employed units of factor exist, the producers will have to offer 
higher prices to attract units of the factor they need away from 
otlu'r occujxitions. The reserve price for large quantities of a 
(ommodity will tend to be higher than that for small quantities, 
because it has to cover the higher payments necessary to attract 
iH'sources away from their previous occupations. In the case 
of a commodity in current production, it is possible to regard 
reserve price as being determined by demands to use the factors 
of production emj)loyed in alternative ways. 

The Technical Cost Scale 

When we were investigating the nature of demand, we found 
ourselves much concerned with the terms on which people were 
willing to exchange commodities one against the other, that is, 
with the rates at which they were willing to transform one com¬ 
modity into another by exchange. It may be fruitful, there- 
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fore, to examine the rates at which it is po^^ible to transform 
one commodity into another by production. It is clear that 
we shall have to take into account not only the rates at which 
productive resources can be transformed into a particular com¬ 
modity, but also the rates at which the supply of one com¬ 
modity can be increased by decreasing the supply of another 
commodity and devoting to the production of the first the 
resources which would have gone to make the second. 

Factors of production can, to a considerable degree, be sub¬ 
stituted one for another and, because of the existence of 
scarcity, the allocation of resources to the production of our 
commodity means that there are less resources to make some¬ 
thing else. 

The physical relationship between output of product and the 
quantity of factor employed we term the technical cost scale. 
It is the counterpart on the supply side of the preference scale 
on the demand side. 

In considering the change in the reserve price of a commodity 
as the output of it is increased, we took no account of the 
possibility that the physical relationship between output and 
quantity of factor employed may not remain the same. 

In our coal-wheat example we made the tacit assumption 
that if one miner produced 1 ton per day, fifty would produce 
50 tons and a thousand 1,000 tons. This is not necessarily or 
I)erhaps generally the case. The thousand might produce more 
or less than a thousand times the output of one. 

The question of size of output and quantities of factor of 
production used per unit of output involves two distinct 
problems. 

First, we have the problem of changes in the proportions in 
which factors are combined in a productive process. Most 
productive units, whether factories or farms, are usually de¬ 
signed with some particular rate of output in view. We 
enquire what the changes in the quantities of factor consumed 
per unit of output are, when actual output differs from the 
designed output. In the case of agriculture, the problem would 
take the shape of examining the effects of more or less intensive 
cultivation of a farm of a given size; in another sphere it might 
be concerned with variations in output in an automobile works 
where cars are built individually by workshop methods. By 
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giving the more highly skilled turners and fitters more assist¬ 
ance of labour or machines, it may be possible to increase out¬ 
put above normal. By giving them less assistance, the rate of 
output may be lowered. We then discover how output per 
unit of each factor varies as more or less of the factor is 
used. 

The problem may be most conveniently discussed by making 
the arbitrary assumption that the quantity of one factor of 
production employed is fixed, and that the quantities of the 
others are varied in turn. The law relating input of variable 
factor and output of product in these conditions is named, 
perhaps not very accurately, the Law of Diminishing Returns. 

In the second problem we are concerned with changes in the 
whole scale of operations. Where formerly it was a question 
of the coml)ination of factors used on a holding of a given size, 
we are now examining the difference in rate of return to factors, 
when holdings are of 10 acres, 500 acres, 1,000 acres and 10,000 
acres, and entirely different techniques of organising factors 
are employed. Similarly, in the automobile example it is a 
question of the difference in the amounts of labour and capital 
reejuired to make a car when the workshop technique is em- 
]doycd to produce 100 cars per year and when a mass-production 
metliod, witli its assembly line fed with components brought 
by conveyc'rs from specialised workshops, is turning out as many 
})er day. It is a common error to imagine that a larger output 
can invariably be produced with a smaller expenditure of 
factors per unit than a smaller output. It is possible that, as 
the scaU‘ of production increases, a greater expenditure of 
factors pc'r unit of output becomes necessary. 

A clear liiu' of demarcation between cases of this type and 
those where the Law of Diminishing Returns is operative is 
that chang(‘s in scale are supposed to involve such major 
changes in techni(|ue as substituting highly specialised inachin- 
(‘ly of an automatic typt‘ for machine tools, and a labour force 
of niaehin(*-minders for one of skilled craftsmen. 

W'here a change in the scale on which production is organised 
in a particular industry takes place, the process of growth will 
in general take time, while the different organisations of factors 
envisaged by the Law of Diminishing Returns are to be 
regarded as alternativTs at a point in time. 
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In the present chapter we are concerned with the case where 
the different organisations of factors are considered as alterna¬ 
tives at a moment of time. 


Diminishing Returns and Variable Costs 

The Law of Diminishing Returns is commonly stated thus: 
If the quantity of a factor of productiony used in co-operation with 
a fixed quantity of another factory is continually increasedy output 
per unit of the variable factor increaseSy reaches a maximum and 
then declines. 

Instead of looking at it from the point of view of output of 
product per unit of factor input, we can state it in terms of 
quantity of factor required per unit of output. The statement 
then runs that in the same circumstances input of factor per 
unit of output diminishes, reaches a minimum and then 
increases. It is a purely physical law derived from observation, 
being first stated for agriculture and long believed to have some 
special appropriateness to that industry. In the traditional 
agricultural example, when the labour force is very small, 
cultivation will be of a very cursory nature. As the labour 
force is increased, the improved cultivation will be rewarded 
with a larger crop, but if cultivation is further increased, the 
soil can be made too loose and the crop impaired. 

The same effect is to be observed if in a factory of given 
size and equipment we increase the number of workers 
from zero. A certain minimum number will have to be 
employed to provide essential services before machinery can 
start moving. Then, as further workers are added and the 
process of manufacture can begin, output per head of all 
employed will increase, as those who provide motive power, 
heat, light, ventilation and ancillary services become a smaller 
proportion of the total. Finally, if numbers arc continually 
increased, conveyers will not provide material or remove 
finished work quickly enough to keep all working at full capa¬ 
city. The quantity of tools and appliances will not be enough 
to go round, and workers will be sharing them and wasting 
time waiting. Output per head will decrease. Again we 
have some quantity of the variable factor labour which will 
produce a larger output per head than any larger or smaller 
quantity. 
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The results obtained by increasing the amount of labour 
employed on a given piece of land are represented in Table 3. 
Output per head increases from 25 units for 4 men to 28| for 8 
men, and thereafter declines. Total output increases, but not 
at a uniform rate, and reaches a maximum for 12 men. 

Table 3 


Labour Force 


4 

5 

6 

7 

8 
9 

10 

11 

12 

13 


Average Output 


25 

26 

27 

28 
2Si 
28 
27 
26 
24 
22 


Total Output 


100 

130 

162 

196 

228 

252 

270 

286 

288 

286 


We assume that the labourers employed are exactly alike as 
regards the quantity and quality of their labour, and that the 
order in which they arc selected for addition to the labour force 
makes no difference to the result. 

Graphical Representation of Diminishing Returns 

Fig. 14 illustrates the shape of the curve showing the rela¬ 
tionship between input of factor and toteil output, according to 
the Law of Diminishing Returns. 

Let PP by its height show the total output when varying 
quantities of our factor are used in combination with fixed 
quantities of other factors. The curve begins on the factor 
axis at a distance from the origin, for wc will suppose that some 
minimum quantity of factor must be used before any output 
is obtained. When oc units of factor arc employed, output is 

he 

he. Average output per unit of factor is — or the slope of the 

oe 

line oh. We can therefore represent output per unit of factor 
by the slope of the line joining the origin to the point on the 
curve vertically above the point denoting the quantity of factor 
in question. 

Let us imagine a point travelling along the curve from a, but 
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As the 


point moves up the curve, the line joining it to o moves in an 
anti-clockwise direction, so that its inclination from the hori¬ 
zontal becomes greater, until the position oi is reached. After 
this it rotates in a 
clockwise direction 
and its slope de¬ 
creases. 

Now the slope of 
the straight line 
represents the 
average output per 
unit of factor, so 
that this quantity 
is a maximum for 
oe units, e having 
the position on the 
horizontal axis im¬ 
mediately below i, 
since oi is the 
position of maximi 
origin. 

It is clear, then, that the curve PP reflects for total output 
the condition stated by the Law of Diminishing Returns, that 
average output increases, reaches a maximum, and then declines 
as input of factor is increased. 

This information about the output of product and input of 
factor can be of immediate service to us in our investigation of 
conditions of supply. Let us think of an individual firm and 
endeavour to discover the relationship between size of output 
and cost per unit. We will consider the firm to be an organisa¬ 
tion capable of producing outputs of different sizes, but being 
designed with some particular output in view. It will have its 
limitations; as output increases, it eventually finds itself 
working to capacity and can produce no more. It will prob¬ 
ably possess a certain amount of land, buildings, plant and 
equipment; it will have a managerial organisation of a certain 
degree of ability, and these factors will impose limitations on 
the size of output which is possible, for it will not be able to 
increase or decrease them readily or over short periods of time. 



slope of a line joining the curve to the 
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Within the limitations imposed by this fixed organisation, it 
will be able to decide on a particular size of output, and buy or 
hire the materials, stores and labour it requires to produce that 
output. 

We can look at the problem therefore from the point of view 
of varying quantities of factors applied to a fixed quantity of 
certain other factors and the Law of Diminishing Returns is 
applicable. This gives us the relationship between quantity 
of output in relation to input of factor, and we must turn it 
upside down to put it in the form of the quantity of factor 
consumed in relation to the size of output. That is, we want 
to use output of product as the independent variable instead 
of input of factor, as in the case of the Law of Diminishing 
Returns. 

To do this, we must first replot Table 3, this time measuring 
quantities of output along the horizontal axis and quantities 
of labouralongthe vertical axis (Fig. 15a). The curve will usually 


Physical Cost Curve Cost of Factor 



Units or Output Units of Output 

lu(i. loA. Fig. 1/)b. 

start some distance up the vertical axis as some expenditure of 
factor is often required before any output is obtained. The curve 
rises at a decreasing rate for some time, then the rate of rise 
begins to increase and finally the curve becomes a vertical 
straight line. 

This curve represents cost in terms of actual physical cost, and 
we can turn it into money cost by multiplying by the cost per 
unit of labour. If w^e can assume that the money cost per unit 
of labour remains the same irrespective of quantity purchased, 
curve 1 in Fig. 15b will be an exact replica of the curve in Fig. 
15a. If the price to be paid for labour increases as more 
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is bought, curve 2 will rise more rapidly than tne curve in 
Fig. 15a, and if the price falls with the increased quantity 
purchased, curve 3 in Fig. 15b will rise less steeply than the 
curve in Fig. 15a. In any case, the curve will still rise from left 
to right, for a larger quantity of labour will always cost more 
than a smaller quantity. 


More than One Variable Factor 

So far we have considered the total cost of one factor only, 
but our argument will hold for every variable factor. For each 
of them we can get a curve of the shape of Fig. 15. 

If the employment of the factor is dependent entirely on the 
size of the output and falls to zero when the output is zero, then 
the total-cost-of-factor curve will start at zero. If, on the other 
hand, some quantity of the factor must be employed so long 
as the production organisation is kept in existence, even if 
output is nil, then the cost-of-factor curve will start at a point 
on the vertical axis, whose height from the origin will indicate 
the minimum quantity which must be used even if output 
ceases. In most cases a firm will be obliged to retain a certain 
nucleus staff in order that it can remain in existence. In deep 
mining, if there is any prospect of the mine being worked 
again it may be necessary to continue to pump and ventilate to 
prevent it becoming unworkable. 

Addition of Factor Costs to give Total Cost 

Each of these curves relates to a particular organisation of 
production: to a firm which employs fixed quantities of certain 
factors of production, such as land and buildings, plant, 
managerial and supervisory labour, and variable quantities of 
other factors, such as fuel, stores, materials, power and opera¬ 
tive labour. We can therefore add together all the curves for 
the variable factors and get a curve of similar shape which will 
show the total cost of variable factors for any size of output. 
The factor costs, which are fixed irrespective of output, can 
also be added together, and this total, added to the cost of 
variable factor for each size of output, will push the curve of 
variable costs upward, parallel to the vertical axis. 

Thus in Fig. 16, curve I represents total variable costs, and 
curve II total costs, so that the total variable cost of output 
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Cost 



oa is ah, but the total cost is ac. The height of the point at 
whicli curve I cuts the cost axis is the cost of the minimum 
quantity of variable factors which must be used. It can con¬ 
ceivably be zero, in which case d and o coincide. The vertical 
height de between curves I and II represents the cost of the 

fixed factors. This will 
Total Money Cost include such expenses as 

rent, interest on loans 
raised on fixed interest 
terms, and salaries fixed 
on long-term contracts, 
which have to be met 
whether any output is 
being produced or not. 
But there arc other fac¬ 
tors, which co-operate in 
the firm, but which are not 
entitled to any fixed reward. Nevertheless, if they are to con¬ 
tinue to be employed in the firm in question, they must be paid 
as mucli as tlu'y can earn elsewhere, and an allowance for them 
must be included in fixed cost. 

The relative importance of fixed and variable costs differs 
greatly from one enterprise to another. 

A case where fixed charges were relatively unimportant used 
to exist in the woollen industry. It was at one time possible 
for anyone with the necessary technical ability to secure a 
contract to make cloth, hire the necessary floor space and 
machiiK'iy in a mill, emgage labour, borrow the money needed 
for wages and yarn, and produce cloth. Even here we must 
regard the individual himself as a fixed factor of production, 
and he would probably have to have a certain amount of 
capital of his own before he could undertake such an en- 


^ Units OP Output 
Eig. jo. 


terprise. 

In railway o])eration, on the other hand, a considerable staff 
must be working before a single train can run, so that od (Fig. 
It)) is relatively large. Also considerable capital is invested 
in the track, rolling-stock, buildings and equipment, so that 
dr is also large. As the cost of the variable factors is a 
relatively small part of the total cost, the cost curve will rise 
gradually. 
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Average Variable Costs of a Firm 

We have seen, from the Law of Diminishing Returns, that 
as more units of factor are applied, output per unit of factor 
increases, reaches a maximum and then declines. If, therefore, 
we invert the quantity “ output per unit of factor ” and so 
obtain consumption of factor per unit of output,'' this latter 
quantity decreases, reaches a minimum and then increases as 
output is increased. 

Thus the average physical cost per unit of output, say tiic 
number of m^an-hours per unit of product, decreases at first as 
output is increased, then reaches a minimum and finally 
increases. 

Let us now suppose that labour may be bought at a constant 
price per man-hour, then wc can say of the money cost of labour 
that, as output increases, the money cost of labour per unit of 
output decreases to a minimum and then increases. The Law 
of Diminishing Returns applies to all variable factors, so that 
we can make the same statement of all the variable factors put 
together so long as there is at least one factor in fixed supply, 
and this we have seen will normally be the case for an individual 
productive unit or firm. 

As the output of a firm increases, the average cost of the variable 
factors per unit of output decreases, reaches a minimum and then 
increases. 

Marginal Cost of Production for a Firm 

Now if the average cost of veiriable factors per unit of output 
is falling—that is, if the total cost of the first two units divided 
by two is less than the cost of the first unit, and the cost of three 
units divided by three is less than half the cost of two units—it 
follows that the extra cost of the second unit must be less than 
the first and the extra cost of the third less than the extra cost 
of the second. 

At first, then, the extra cost of a further unit will always be 
less than the extra cost of the one before it, but this state of 
affairs may not continue indefinitely. 

Suppose the extra cost of a further unit begins to increase, 
what happens then ? So long as this extra cost is less than the 
average of the previous units, the addition of the further unit 
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of output will reduce the average cost, but once the extra cost 
of a unit has become equal to the average, this is no longer so. 

If the extra cost rises above the average, then its addition 
increases the average, and the average too begins to increase, 
though it will lag behind the higher cost of the last unit added. 

At this point it is convenient to give a name to this extra cost 
of a further unit of output. We call it Marginal Cost and 
define it as follows: 

The marginal cost of an output of a given size is the change in 
the total cost when that output is increased or decreased by one unit. 

We shall need to refine that definition later, but for the 
present it will serve our purpose. It is clear that marginal cost is 
affected only by variable costs, which alone enter into the extra 
cost of one more unit. 

An arithmetical example may clarify the relationship 
between Variable Cost, Average Variable Cost and Marginal 
Cost. 


Table 4 


Units of Output 

1 

i 

Total Variable 
Cost 

■ Average Variable 

1 Cost 

Marginal 

Cost 

0 1 

i 0*0 

0-0 

0-0 

1 

7-5 i 

7-5 i 

7-5 

2 

130 

fv5 


W 

17-5 

5-8 

4-5 

4 

200 

5-2 

3-4 

r» 

23-8 

4-8 

2-9 


2()r) 

4-4 

2-7 

7 

28-9 

4-1 

2-4 

S 1 

31-2 

3-9 

2-3 

y 

32-8 

3C 

1(3 

10 

34'4 

3-4 

1(3 

11 

30-7 

3-3 

2-3 

12 

400 

3-3 

3-3 

i:i 

44-8 

3-4 

4-8 

14 

51 0 

3-6 

r)-2 

15 

coo 

40 

9-0 


riie second column is the total cost of the variable factors 
used to make the number of units of output shown in the first 
column. 

riie third column is obtained by dividing the second column 
by the first, and the fourth column by subtracting from the 
corresponding item in the second column the previous item in 
that column. 
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Thus the marginal cost of the third unii is the difference 
between the cost of two units and the cost of three units i e 
17-5 - 13 0 = 4-5. 

It is seen that as long as the marginal cost is falling, average 
costs fall, but somewhat more slowly. As soon as the marginal 
cost ceases to decrease as at the tenth unit, the average begins 
to drop very slowly indeed, and when the marginal cost becomes 
equal to the average cost, as it does at twelve units, the average 
cost then begins to rise, but again more slowly than the 
marginal cost. 

Costs and the Supply Curve 

It is now time we attempted to discover how far we can use 
the cost output relationship for a firm as the basis of the supply 
schedule. We will suppose that our producer is working for a 
market where there is a market price which he can take as 
given; that is, it is unaffected by any change in his output. 

It seems reasonable to suppose that a firm will try to make 
its net receipts a maximum, that is, it will try to get the 
maximum possible difference between the payments it is 
essential to make in order to secure an output of a given size, 
and the receipts obtained by selling that output at tlic market 
price. These expenses will consist of the payments to the 
variable factors. From net receipts it will have to meet con¬ 
tractual obligations to fixed factors, but as these are a fixed 
sum it will, by making net receipts a maximum, either maxi¬ 
mise the payments to the factors which work for a contingent 
reward or minimise the losses of the operation. The owners of 
the factors receiving contingent rewards are, collectively, the 
firm, so the policy of maximising net receipts, maximises the 
firm's income or alternatively minimises its losses, since if net 
receipts do not cover contractual fixed costs, the firm will have 
to find the necessary funds or go bankrupt. 

Of course, if a firm were faced by a market price of 4-1 and 
Table 4represented its cost scales, it could, by producing 7 units, 
cover total costs of 28-9 (approximately) and pay every factor 
of production employed as much as it could expect to earn 
anywhere else. This output would not, however, satisfy the 
condition that net receipts are to be a maximum, because a 
further unit would add only 2*4 to costs, but it would add 4*1 
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to receipts. It would indeed pay to go on increasing output 
until an extra unit added as much to costs as it did to receipts. 
This would happen approximately at 12 units. It would be 
worth-while adding the twelfth unit but not the thirteenth. 

Similarly, if 15 units were produced, every factor would be 
receiving its market price, as receipts and costs would be 
(approximately) equal, but now the reduction of output by a 
unit would deduct more from costs than it would from receipts, 
and, pursuing this process, we should again arrive at 12 units. 
We have tlie condition therefore that net receipts are a max¬ 
imum when any small variation in output results in the same 
sum of money being added to or subtracted from total costs 
and total receipts so that, in a market such as we are now con¬ 
sidering, output will be determined at the level which makes 
marginal cost equal to price. 

'I'his conclusion gives us the basis of the supply schedule of 
the firm for which we have been looking. Given a market price, 
output will be that quantity whose marginal cost is equal to the given 
market price because the firm is then maximising net receipts 
or minimising losses. The schedule is the marginal cost scale. 

In the marginal cost scale, however, we have two quantities 
for every value of marginal cost except the lowest, and we 
clearly want a schedule where only one output corresponds to 
each price. We can at once rule out the descending portion of 
the marginal cost .scale. If, for instance, the market price is 
2*1), it will not pay the producer to limit output at 5 units, for 
he can produce the sixth for only 2-7. For every unit until 
the twelfth its production will add more to receipts than it 
does to costs. Given a market price of 2-9, it will pay the pro¬ 
ducer to produce the eleventh unit, but not the twelfth. Our 
supply schedule will therefore be the ascending portion of the 
marginal cost schedule. 

Finally, we must decide whether the supply schedule will be 
the whole of the rising portion of the marginal cost scale, and 
here our first tentative principle again comes in useful. Al¬ 
though a producer will not object to producing an output if 
receij)ts from the sale exceed his total variable costs, he will not 
produce an output if receipts fall short of such costs, for he 
would be better off if he produced nothing. We must therefore 
look again at the proposal to produce II units at a price of 
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2-9.1 Xotal variable cost is 36-7 and total rernpts 31-9. It will 
therefore be preferable to produce nothing. If 12 units are pro¬ 
duced and sold at marginal cost, both costs and receipts will be 
40. If 13 units are sold at the marginal cost of 4-8, costs 
will be 44-8 and receipts 62-4. Production will now show a 
profit, and this situation will also hold for all outputs above 12 
units. The supply schedule will therefore be the marginal cost 
scale above that value of marginal cost which is equal to mini¬ 
mum average variable cost. 

The Market Supply Schedule 

We have discovered the basis of the supply schedule of an 
individual producer, and we can obtain the market supply 
schedule by totalling the individual schedules. Since each 
individual contribution is based on a rising scale of marginal 
cost, the supply schedule will show a direct relationship between 
price and quantity; lower prices will correspond to smaller 
quantities and higher prices to larger quantities. 

When we were discussing the construction of market demand 
schedules from individual schedules, we saw that different 
individuals had different maximum prices above which they 
would not buy, so that, as price fell, the demands of additional 
consumers were brought into market demand. So also in the 
supply schedule there is no reason to suppose that the marginal 
cost scales of different producers will be the same and the mini¬ 
mum price at which any contribution at all is made to market 
supply will differ from one producer to another. As price rises, 
therefore, additional producers may be drawn into making a 
contribution to supply. 

It must not be supposed that such producers are standing 
idle when they are not contributing to the supply of this 
particular commodity; it is our picture of a producer as a 
specialist, making only one product, which is wrong. Thci 
equipment possessed by many producers is capable of making 
a wide variety of products, and is used for one product or 
another according to their relative profitableness. At certain 
price levels only the specialist firms can operate, but as prices 
rise, it is worth-while for some of the non-specialists to drop 

^ I.e. continuing the previous example. The argument applies a fortiori if 
price equals marginal cost of 11 units, i.e. 2*3 
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some other line of production and temporarily enter this one. 
We see, therefore, that a supply at a particular price is affected 
by the prices of other products using the same factors of pro¬ 
duction, for the price at which a given producer will enter the 
market depends, not merely on his cost scale for the product 
in question, but also on the prices he is obtaining for his other 
products. If our commodity cannot offer his factors of pro¬ 
duction more than they are earning in their present occupa¬ 
tions, he will not divert them to a new occupation. 

Elasticity of Supply 

Just as we defined a measurement of the responsiveness of 
the demand to price changes, so we can construct a similar 
measurement of elasticity of supply. It is measured by a small 
proportionate change in quantity divided by the small pro- 
j)ortionate change in price which calls it forth. Since the 
relation between supply and price is a direct one, not inverse 
as in the case of demand, changes in price and quantity will 
always be in the same direction, both positive or both negative, 
and elasticity of supply will always be a positive quantity. 

Just as with elasticity of demand, we speak of (a) unit elas¬ 
ticity in the case of equi-proportionate changes, (6) inelastic 
supply if the change in price is relatively the greater, and (r) 
elastic supply if the proportionate change in quantity is greater 
than the proportionate change in price. 

Graphical Representation of Elasticity of Supply 

In each of the three diagrams in Fig. 17, SS is a supply curve, 
and we wish to get a measurement of elasticity of supply at the 
point a in each case. Let acl be the tangent to the supply curve 
at the point a, cutting the quantity axis at d in each case. 
Then let c be a point, so near to a, that it can be considered to 
lie both on tlie curve and on the tangent to the curve. A 
movement from c to a on the curve means that output is 
increased by the small amount cl) when price is increased by the 
small amount al). The quantity cb/ab is dependent solely on 
the slope of the tangent, and remains the same if we take c a 
finite distance from a on the tangent. We have defined elas¬ 
ticity of supply as : 

P _ Proportionate change in quantity supplied 

Propeu tionate change in price causing change in supply 
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Hence elasticity of supply at « is equal to; 

c6 _ c6 ^ ^ _ tfe ae _ie 
oej ae ab oe ae oe oe 
since in every case abc and aed are similar triangles. 

Elasticity of Supply 



Fig. 17a. Fig. 17b. 



Fig. 17c. 

Now in Fig. 17a, d and o coincide, so that de — oe. 

In this case, therefore, elasticity of supply — ^ = 1, 

oe 

In Fig. 17 b, oe is > de, so elasticity of supply is < 1. Supply 
is therefore inelastic at point a. 

In Fig. I7c, de is > oe, so that elasticity of supply is > 1. 
Supply is therefore elastic at point a. 

We have thus a simple test of elasticity of supply. If a 
tangent drawn to the curve at the point in question and pro¬ 
duced to cut one of the axes passes through the origin, then we 
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iiave unit elasticity of supply; if, on the other hand, it cuts the 
horizontal axis first, supply is inelastic; if it cuts the vertical 
axis first, supply is elastic. 


Causes of Varying Degrees of Elasticity of Supply 

The basis of the supply curve is the relationship between 
quantity and marginal cost, so that it is to influences affecting 
this relationship that we must look for the causes of elasticity. 
First, we have the physical relationship between input of factor 
and output of product, governed by the Diminishing Returns 
Law for the particular productive process. The straighter the 
Diminishing Returns curve over the relevant range of output, 
the more constant marginal product, and hence marginal input 
of factor, will be. This means in concrete terms that the more 
(‘asily one factor can i)e substituted for another in the productive 
])rocess without consumption of factor rising rapidly, the greater 
is elasticity of supply. 

But marginal cost dejx*nds, not only on the physical relation¬ 
ship betw(‘(*n factor and output, but also on prices of factors. 
If an industry can call on supplies of factors used by other 
industri(‘s without bidding up the price substantially, the rise 
in marginal cost will l)e less than if large increases in payments 
have to Ik* made to attract them away from their existing 
o('CU|)ations. 

'I'he rt'sponse in incn'ased supply to an increased price 
(U'pends, not only on the willingness on the part of producers, 
who are already contributing to market supply, to increase 
their output, but also on the willingness on the part of pro- 
duc(*rs, who though cajxd)le of producing the commodity in 
(juestion are not doing so, to make a contribution. The effect 
of the t*ntry of such producers may be sufficiently important 
to caust* the sup{)ly to become more elastic at some point in the 
s('liedul(', but the general tendency attributable to the Law of 
Diminishing Returns will be for the supply to be most elastic 
at tlu* lower end of the scale and to become more inelastic as 
price rises, eventu;illy becoming perfectly inelastic when no 
further factors of production can be attracted away from other 
occupations and a rise in price no longer results in any increase 
in supply. 



VII] 


CONDITIONS OF SUPPLY 


93 


Properties of the Short-run Supply Curve 

It is well to remind ourselves of the limitations of the supply 
curve we obtain from plotting tlie supply schedvilc derived 
in the manner described above. Like the demand curve, it 
describes a number of alternatives open at one particular time. 
Any reallocations of factors of production it entails must be 
capable of being effected without an appreciable time-lag. 
Furthermore, it describes the behaviour of a producer in a 
market in which he has no influence over the market price. 

These conditions exclude a very large and important field of 
reality, and it is the purpose of the next four chapters to amend 
these rigorous conditions sufficiently to permit the examination 
of some of the excluded field. 

Further Reading 

Henderson, H. D.: Supply and Demand, Chaps. 4 and 6. 

More Advanced Reading 

Schultz, H.: Statistical Determination of Laws of Supply and 
Demand, Chaps. 4 and 5. 

Stigler, G. J.; Theory of Price, Chaps. 7 and 8. 



Chapter VIII 

PRICES OF FACTORS OF PRODUCTION 
Demand for a Factor 

So far we have been mainly concerned with demand and supply 
conditions for goods which arc directly consumed, though we 
have been careful to point out from time to time that the 
apparatus we liave been constructing is equally well suited to 
(‘xamine problems involving goods which arc desired to make 
other goods. We shall now give an account of how these fit 
into the scheme of things, and shall include in our enquiry all 
those goods and services which co-operate in the production of 
goods and services in a consumable form, that is, those which 
are usually termed factors of production. 

From the nature of the case, the bids of would-be possessors 
will depend upon the uses to which a particular factor can be 
put and to its technical efficiency in those uses. 

The utility economist '' spoke of a factor deriving its utility 
from the utility of the things it helped to make. We shall 
think of it as capable of being transformed into other com¬ 
modities, and shall regard the owners of it as virtually exchang¬ 
ing the use of it for a share of the product. 

The idea of transforming a factor into a product at once 
involves a rate of transformation, and we have already dis¬ 
covered in the Law of Diminishing Returns the relationship 
between one rate of transformation and the quantity used. 
1 fowever, the importance of the marginal rate, in our discussion 
of supply of our commodities, leads us to look for a similar rate 
of productivity. 

Diminishing Returns and Marginal Rate of Output 

The Law of Diminishing Returns states that the average rate 
of productivity of a variable factor, or the average output per 
unit of factor, increases, reaches a maximum and then declines 
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as the quantity of factor concerned is coniiiiually increased, 
while quantities of other factors are kept constant. From this 
we have deduced the shape of the total product curve and the 
relationship between the two. 

We saw in the last chapter that output per unit of factor 
can be represented by the slope of a chord from the origin to 

Relation of Total 
Average and Marginal Products 



the point on the total product curve representing that quantity 
of factor, and that maximum average output per unit of factor 
is represented by that chord, which is also a tangent to the total 
product curve (see p. 81). So in Fig. 18 the input of factor for 
which average product is a maximum is OA, and the resulting 
total output is AM. 

From this diagram we can also get the marginal rate of out¬ 
put. When OC units of variable factor are being used and the 
resultant output is Cx, an increment of factor xy results in an 
increment of output yz. The marginal rate of output is yz/xy, 
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which is also the measure of the slope of the chord between the 
points X and z on the curve. If xy can be taken as very small, 
the chord xz is identical with the arc xz and yzjxy is also the 
measure of the slope of the curve. 

But yzjxy is the marginal rate of output when OC units of 
factor arc employed. Consequently, the marginal rate of out¬ 
put for a quantity of factor can be represented by the slope of 
the total product curve at the point corresponding to that quan- 
tity of factor. The marginal rate of output is the ratio between 
a very small increment of factor and the very small increment 
of product it produces. Tlien, if we can take one unit of factor 
as a very small increment, we have: 

The marginal product of a quantity of factor is the increase in 
product when that quantity is increased by one unit, or the decrease 
in product when that quantity is decreased by one unit. 

We can now trace the relation between the marginal rate and 
the average rate per unit of factor. 

The total product curve being concave upward at its lower 
end, the chord to the curve from the origin will always be 
sloping less steeply upward than the curve at the same point. 
Therefore the marginal rate, which is measured by the slope 
of the curve, will be greater than the average rate which is 
measured by the slope of the chord. Between 0 and M the 
slope of the curve increases for a time, reaches a maximum, and 
then decrea.ses until at M, where the chord from 0 is a tangent, 
the slopes of the curve and the chord are equal. Therefore 
the slope of the curve decreases until at N it is zero, while the 
slope of the chord, though decreasing, is greater than the slope 
of the curve after the point M. 

Translating this into economic quantities, we see that mar¬ 
ginal product increases as the quantity of variable factor 
increases; it reaches a maximum for some quantity of factor 
less than OA ; for OA marginal product and average product 
are equal, the latter being at its maximum value. As the quan¬ 
tity of factor increases from OA to OB, the marginal product 
decreases more rapidly than the average product until, when 
OB is being used, the addition or subtraction of another unit 
of factor leaves output unchanged. 

The marginal product curve in Fig. 18 rises above the average 
curve, falls cutting the average product curve at its peak, and 
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continuing its descent crosses the horizontal axis at B, the 
input corresponding to maximum total output. 

We are now in possession of the piece of information we set 
out to discover: the curve of marginal products or ** the 
marginal productivity curve ” is of an inverted U shape, and 
we can now proceed to use this knowledge in our examination 
of the process of factor pricing. 

But before we proceed to use this new rule, let us remind 
ourselves that it is a purely physical law. It is derived from 
the Law of Diminishing Returns, and hence relates to physical 
quantities of factor and product. 

We shall soon wish to talk of the value of the marginal 
produ ct or the marginal value productivity, and we shall then 
have to remember that a second variable has entered into this 
quan tity. There is not only the relationship between quantity 
of factor and quantity of product, but also the relationship 
between the quantity of product and the price per unit which 
can be obtained for it. 

In many of the problems with which we shall have to deal, 
we shall be concerned with the increased use of a factor by a 
firm operating in conditions of pure competition. Then we 
can assume that any output will be sold at a constant price, 
and we can multiply variable marginal physical products by 
a constant price per unit. The marginal physical products 
curve will differ from the marginal value product curve only 
in scale. The same curve can be used for both purposes by 
suitably labelling the vertical axis. 

If we cannot assume conditions of pure competition^ or if 
we are talking of the output of an industry, the physical 
and value product curves are no longer identical, because a 
larger output can be sold only at a lower price. In the 
present chapter we shall assume that the output of an 
individual firm can always be sold at a constant price, irrespec¬ 
tive of size of output, so that the shapes of the physical and 
value product curves are identical. 

Let us again consider a firm which is increasing its output in 
moving towards equilibrium, but, instead of thinking as we did 


' The conditions of pure competition are discussed in Chapter IX, but here 
it can be taken to be a state of affairs in which a given firm can sell whatever 
quantity of output it chooses at a constant price. 
i.e.a.— 4 
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before of clianges in total cost, we will think of increases in the 
quantity of each factor of production used. We wiJJ suppose 
that the firm is operating in conditions of perfect competition. 
The following conclusions can then be drawn. 

Firstly, the firm will always be willing to hire another unit 
of a factor, so long as the increment of product, due to the 
addition of that unit, is worth more than the cost of hiring the 
unit. When the value of the marginal product becomes equal 
to the cost of the unit of factor, no more will be hired. 

Secondly, the firm is hiring more than one factor, and it will 
not increase its use of one factor if the same increment of 
product can be obtained more cheaply by using more of another 
factor. It will therefore combine its factors in such propor¬ 
tions that a furtlicr pound spent on one will lead to the same 
increase in output as a pound spent on any of the others. 

If these two conditions are satisfied, the firm is in equilibrium. 
It will be producing that size of output which, given (a) the 
collection of fixed factors it possesses, (6) the price it pays for 
its variable factors, and (c) the price it can obtain for its product, 
is more profitable to it than any other size of output. It will 
be paying for each factor a price equal to the value of the 
marginal product of the quantity it employs. Since a firm will 
always be willing to pay for a quantity of factor a price per 
unit equal to the value of its marginal product, we have 
determined the firm’s demand price for any quantity of the 
factor. 

A factor is used by many firms in the production of a variety 
of ])r()ducts, and the demands of each of them must be taken 
into account in determining total demands. Suppose that in 
a self-contained community (imports and exports being thereby 
ruled out), identical units of labour are used for growing wheat 
and sugar-beet. Then, if there is an increase in the demand 
for sugar-beet, the value of the marginal product of labour in 
sugar-beet growing will be raised because of the rise in price, 
and the beet-growers will raise wages to attract labour away 
from wheat-growing. As the numbers employed in beet¬ 
growing increase, the marginal physical productivity of labour 
in that occupation will fall, and as labour is lost to wheat¬ 
growing, the marginal physical productivity of labour in that 
occupation will rise. Furthermore, as the quantity of beet 
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produced increases, its price will fall, and as the quantity of 
wheat grown is decreased, its price will rise. For both these 
reasons, the value of the marginal product is falling in the case 
of beet-growing and rising in the case of wheat-growing. Since 
the marginal value product for beet was originally raised above 
that for wheat, they must eventually become equal once more. 
When values of marginal products are equal in both occupa¬ 
tions, labour will cease to move between them and equilibrium 
will have been established. 

Thus, so long as units of factor are free to move, identical units 
in different occupations will tend to receive the same reward. 

We can therefore add together the separate demands for a 
factor from firms in the same or different lines of production. 
At any given price each firm will demand a quantity, the value 
of whose marginal product is equal to that price, and the total 
demand schedule will be the sum of the individual schedules as 
before. 

Throughout this argument we have made the assumption 
that marginal productivity was decreasing, although we know 
from our discussion of diminishing returns that it first increases, 
reaches a maximum and then decreases. We can show we are 
concerned here only with the descending portion of the curve 
by an adaptation of the method we used for its counterpart, the 
ascending portion of the marginal cost curve. We are assuming 
that the quantities of all other factors remain constant, while 
we vary the quantity of one factor, as a producer in a competi¬ 
tive market will be concerned to maximise the net product of 
this factor, and he will employ none of the factor if there is no 
net product. Since we are dealing with a competitive market, 
where the producer can sell any quantity of product at the 
market price and must pay every unit of the variable factor 
employed the same price, it does not matter whether we speak 
in terms of physical product or in terms of money value. 

Then, if the rectangles of Fig. 19 represent the additions 
made to product by successive units of factor in the case of a 
firm who can buy the factor at a market price OC, it will not 
pay the firm to employ three units of factor, although the 
marginal product of the third unit is equal to the price of the 
factor, because the total product, which is equal to the sum of 
the three rectangles, is less than the total payment to the factor 
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which is three times the largest rectangle. It will pay to 
increase the use of the factor beyond three units so long as the 
marginal product of the quantity employed exceeds OC. This 
ceases to be true for OA units, and there the net product, i.e. 
the difference between the total product and the total payment 



to the factor, is maximised. This point must necessarily be 
on the downward sloping portion of the diminishing marginal 
product curve. There will be some price OZ of the factor 
which is equal to the marginal product of OY units on the 
ascending side and of OX units on the descending side. 
'I'his ])rice OZ will be such that the total product of 
units 0 to y falls short of OZ x OY, the payment to them, 
by the same amount as the total product of the units Y to X 
('xceeds tlie payment to them of OZ (OX — OY), The 
enq^loyment of OX units would therefore result in a total 
product just sufficient to remunerate the variable factor em¬ 
ployed. There would therefore be no advantage in employing 
OX units of factor or, what is the same thing, in paying a price 
OZ for the factor, but at any price below OZ it will pay to 
('inploy a quantity of factor greater than OX, 

For some such quantity as OA, the marginal output AB 
multiplied by the number of units employed, or OABC in the 
diagi'am, is less than the total of the products of all units 0 
to A. OABC represents the total payment to the factor in 
question, and the difference between it and the sum of the 
marginal products is the payment to the other factors of 
production. 
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The demand price, in terms of product, for a quantity of factor 
is therefore its marginal productivity) and the demand curve of 
an individual firm for a factor is part of the downward sloping 
portion of its marginal productivity curve for that factor. 
Since the firm is selling at a known market price, the demand 
schedule, in terms of money, is the physical schedule multi¬ 
plied by the constant market price. Marginal productivity, 
which is a physical quantity, is not affected by changes 
in the price of the product, but the value of the marginal 
product, which is equal to marginal productivity multiplied 
by the market-price of the product, must, of course, vary 
with it. 

A firm’s demand curve for a factor of production con¬ 
sequently moves up and down with changes in the price of its 
product. 

The aggregate demand curve for a factor of production is 
therefore obtained by adding the downward sloping portions 
of the curves of values of marginal products in all the uses to 
which a factor can be put. 

Objections to Marginal Productivity Analysis 

It might appear that, since the total product is represented 
as the total incremental products of units of one factor, the 
whole product should be paid to that one factor. It must be 
remembered, however, that any one of the variable factors— 
aU of them if all factors are variable—can be treated in the same 
way, so that it is necessary to argue that each factor has a 
claim to the whole product. In fact, though it is convenient 
to talk of an added unit producing the increment in product, 
it is inaccurate and misleading to do so. The product is pro¬ 
duced by the factors in combination, and the gross product 
of the whole is increased when the quantity of one factor is 
increased. The assumption that the quantity of all factors 
except one remain fixed is a device which becomes superfluous 
if mathematical methods are used. 

An objection to marginal productivity analysis which is 
sometimes heard is that it depends on manipulation of arith¬ 
metical examples, but again these are a concession to the 
average reader of economics who in the past has usually been 
far from being a mathematician. Arithmetical examples prove 
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nothing, but they are useful for illustrating mathematical 
processes to those who cannot follow the mathematics. 

A more serious misunderstanding, which has formed the 
basis of criticism of the concept by authoritative writers, is the 
belief that the addition of one unit of factor will not increase 
the product, but that the subtraction of one unit will throw 
units of other factors idle and decrease output by a greater 
amount. It is denied that the proportions in which factors are 
used can normally be varied. If a machine requires one man 
to work it, the withdrawal of a man means a machine is thrown 
idle also. First it is quite possible to take an entirely contrary 
view of the possibilities of variation of proportions in which 
factors can be used, but we will admit that there are cases 
where a rigidity of the one man one machine type exists, 
though we will not admit that it is a predominant feature of 
industrial organisation. 

There is, however, a more conclusive reply. The marginal 
productivity of capital in a railway company is not to be dis¬ 
covered by imagining what the drop in receipts would be if a 
few miles of track were torn up or a bridge removed or a station 
pulled down, and the marginal productivity of capital in an 
engineering works is not the difference in output that would be 
made by adding a few lathes which would lie idle or a conveyor 
which would be superfluous. The marginal productivity of 
capital in an enterprise is the difference in the outputs of the 
('xisting concern and that of a somewhat similar concern in 
which equipment has been made just sufficiently cheaper to 
effect the saving of the dose of capital in question. The com¬ 
parison is between two concerns with slightly different organisa¬ 
tions of factors and not between the concern as it is and as it 
would be if deprived of a small but vital part of its organisation. 

The difiiculty can be traced to the problems of defining 
capital. If we talk of the marginal productivity of particular 
producers' goods, we inevitably involve ourselves in problems 
where labourers have no spades, power-stations are bereft of 
a dynamo and machines are idle because a motor has been 
taken away. If, on the other hand, we regard capital as a 
continuing fund of investment which happens to have been 
invested in a particular collection of producers' goods at the 
time in question, this difiiculty does not arise. 
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A further objection to marginal prodiu dvity analysis was 
the alleged possibility that, if each factor was paid its marginal 
product per unit so that the total pa 5 nnent to it would be 
Marginal Product x Number of Units Employed, the sum of all 
such payments might be greater or less than the product itself. 
It is quite easy to show for a simplified case that the sum of the 
payments to factors at marginal productivity rates will exhaust 
the whole product. Let the supply of all factors to a line of 
production be variable, as indeed it must be in the long run, and 
assume that any factor can act as hirer of the others, so that the 
factors share out the product between them in some fashion or 
other. Then every hired factor must get its marginal product; 
for if it gets less, the demand for it will extend and its price will 
be bid up; if it gets more, the demand for it will contract. 
Again, every unhired factor must get its marginal product too; 
if it gets less, its owner will give up hiring other factors and 
organising them, and will hire his factor out to somebody else. 
If, on the other hand, it got more than its marginal product, 
owners of other factors would cease to let out their property 
and become hirers of factors. There will thus be a tendency 
to transfer factors from the hired to the unhired class and vice 
versa, until any excess of earnings over value of marginal 
product has been wiped out by competitive bidding. 

Supply of Factor to Particular Occupations 

We discovered the principle on which a given supply of 
factor is distributed when we saw that the price paid to a 
unit of factor in one occupation tends to be the same as that 
unit could earn in any other line of production. 

Our study of the problem of marginal productivity has 
amplified that conclusion. An increase in demand for a com¬ 
modity, causing its price to rise, increases the value of the 
marginal product of all variable factors employed in its produc¬ 
tion. A new equilibrium is set up, when factors have moved to 
equalise the values of marginal products in all its uses. The 
supply of a factor at a given price is thus determined by the 
demand for it in other lines of production, and the Total 
Demand Analysis which we worked out for the case of a stock 
of irreplaceable goods is applicable in this case. 

The payments to identical units of factor will be the same in 
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all occupations only if the units of factor are free to move and 
their owners wish them to move. Acres of Wiltshire downland 
cannot be moved to the City of London to earn higher rents; 
it is indeed better to regard the two kinds of land as being 
different factors of production. In the case of labour, wage 
differences may exist between members of the same trade or 
profession in different parts of the same country, because people 
cannot afford the capital outlay involved in the change, or 
because custom and habit, or fear of being stranded in a com¬ 
munity of strangers, keeps them from making a change. Move¬ 
ment across national frontiers is even more difficult, and in late 
years the difficulty has been generally increased by restriction 
on migration. Personal tastes for experiences of different 
types play a large part in directing choice of occupation. Some 
occupations give opportunities for foreign travel, others afford 
ii good deal of leisure, others give security against the risk of 
unemployment, while some types of work are commonly con¬ 
sidered to be more interesting or to carry more social prestige 
than otliers. Thus, in addition to some occupations being closed 
to many people, preferences for occupations vary. 

h'rom this latter cause we should expect that the tendency 
to equality of reward would not be towards equality of money 
payment, but towards equality of net advantages, including the 
non-moiK'tary advantages of various occupations. We might 
1 ‘xpect that particularly interesting occupations which offer an 
unusual amount of leisure, a high degree of security of tenure 
or other particular advantages, would attract more people at a 
given wage level than would less attractive occupations. In such 
cases, the value of the marginal product of the people employed 
will tend to be less than that of similar people employed in 
other occupations which are less attractive. If employers who 
offer more attractive conditions can, in consequence, buy labour 
more cheaply, they will use it more extensively than those 
who, because of less favourable conditions, have to pay higher 
wages. 

Although capital might be expected to be less discriminating 
in the matter of occupation, yet all the differences in remunera¬ 
tion cannot be traced to differences in the degrees of risk 
attaching to investments. At one time in England the social 
prestige and political advantage attached to landowning was 
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SO great that land values were bid up to u vels which did not 
permit a rate of return comparable to wiiat could have been 
secured elsewhere with equal security. We shall, however, 
be more concerned with these causes of divergences from mar¬ 
ginal product levels of remuneration, when we come to examine 
the conditions of supply for each factor separately. 

Total Supply of a Factor 

Writers of the Austrian school and American economists 
who have been greatly influenced by them have usually been 
content to assume the total supply of a factor as given, and to 
concentrate on the distribution of a fixed supply among rival 
uses for it. The English economists of the nineteenth century 
concentrated attention on the causes determining the total 
supply of a factor of production, and missed valuable clues 
which the other approach would have given them if they had 
followed it up simultaneously. 

When the problem is approached by considering the division 
of a fixed supply of a factor among its different uses, it is 
difficult to miss the idea of the dependence of the reserve price 
on the demands for the factor in the alternative uses. It is not 
so obvious, unless one has that clue supplied, that the owner of 
a factor of production is also faced with the alternatives of 
using it or not using it. The supply of labour is dependent on 
two factors, the number of workers, i.e. the size of the able- 
bodied population, and the amount of work done per head. 
The first factor seems to follow no ascertainable rules, so that 
we must start with the amount of work done by a population of 
a given size. From the point of view of the individual worker, 
a further hour spent at work means an hour less of leisure, and 
he will try to strike a balance in just the same way as if he were 
exchanging one commodity for another. If free to choose the 
length of his working day, he will weigh the extra goods and 
services he can obtain with successive increments to his income 
against the corresponding cuts into leisure which increasing 
income entails. Equilibrium will be found when the individual 
is indifferent between the sacrifice of an extra hour of leisure 
and the earnings another hour of work will bring him. The 
marginal rate of substitution of leisure for income is equal to 
the wage rate. 

I.E.A.—4* 
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Similarly for land, we can explain the total quantity of land 
to be let for rent in terms of the demand for income and the 
demand for land to use for the owners* pleasure. The fact that 
some landlords will let all their land makes no more difference 
to the method of analysis than would the discovery that Omar's 
vintner was a total abstainer. The one fact means that the 
demand for land is rather less than it might be (since certain 
landlords have no demand to use their own property) and in 
the other case the demand for wine is rather less than it would 
be if the vintner had a taste for his own wares. Alternatively, 
we can say that the market supply is greater than it otherwise 
would be. In the language of Chapter V, the price line repre¬ 
senting the market level of rent is not tangential to any of these 
persons’ land-income indifference curves. 

Similarly for capital, we shall have equilibrium between the 
demand to obtain income by lending our money and the 
demand to have control of liquid resources. 

Appendix 

Real Costs 

As we have seen, the utility school of economists explained 
demand for goods to consume in terms of a psychological con¬ 
cept, utility; a measurement of the satisfaction to be derived 
from consumption. They then required a quantity which 
should be the opposite of utility in order to explain equilibrium. 
I'his they found in the dissatisfaction incurred in the productive 
process and termed it disutility. Work, they said, when carried 
beyond a certain point becomes unpleasant; the longer the 
working-day, the more unpleasant is the last hour of labour. 
'I'he individual will find equilibrium- when the dissatisfaction 
arising from a further unit of work performed is only just com¬ 
pensated by the utility of the goods and services which the 
extra earnings represent. The marginal utility of income is 
then equal to the marginal disutility of work. This appears 
perfectly reasonable, until we realise that we are dealing with 
incommensurable quantities which can have no place in a 
scientific study. Having already rejected utility as the basis 
for the explanation of price, we cannot retain disutility. 

A similar explanation of the conditions of supply of capital 
discussed an equilibrium between the satisfactions arising from 
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the provision of income in the future aiRi the dissatisfactions 
arising from the abstinence required to save the capital which 
should provide the future income. The payments for labour 
and capital were thus to be explained as the rewards necessary 
to induce people to incur these real costs of production. In the 
case of land, however, there was no such item of real cost 
corresponding to the unpleasantness of labour or abstinence. 
If the labourer or the saver of capital were not adequately 
remunerated, he would refuse to incur the dissatisfaction of 
providing his factor of production, but land would be available 
in any case. Hence it was argued that the rent of land does 
not enter into the cost of production. 

The argument can be refuted in detail or on general grounds. 
It is hardly possible, seriously, to contemplate a Rothschild or 
a Rockefeller being rewarded by the receipt of interest for 
having exercised the heroic virtue of thrift in abstaining from 
consuming his fortune in riotous living. It is a serious defect 
in the disutility hypothesis that it fails to give an explanation 
of the rent of land. The method of displaced alternatives 
enables us to handle all factors of production and, indeed, all 
goods and services in a uniform fashion. It would therefore be 
preferred to the disutility hypothesis even if the latter were 
intrinsically equally plausible, which we have seen is not the 
case. 

Writers who followed the Austrian method spoke of real cost 
of production as displaced alternatives. Thus the real cost of 
using a ton of coal to drive a railway locomotive would be the 
steel it might have produced, or the amount of sea transport 
it might have given if burned in a ship's stokehole, or the heat 
it might have given in the domestic grate. The real cost of 
using a man's labour in digging a railway cutting would be the 
amount of wheat he might have produced if put to cultivate 
land instead. Because the real cost of using a factor was 
looked upon as being equal to any one of the alternative pro¬ 
ducts forgone when the decision was made to allot it to one 
particular purpose, the terms Displacement Cost and Oppor¬ 
tunity Cost have been used to describe the concept. The 
displaced alternatives include the uses the owner of the factor 
can make of his own property, so that when we are thinking 
of the supply of some kind of labour as a whole, we need only 
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consider the two possibilities of using time for earning money 
income and using it for leisure. Similarly with capital, it is a 
question of lending versus hoarding. 

The Austrian definition of real cost has in turn been attacked 
as unnecessarily circular, and in more recent work real cost of 
production is defined in concrete terms as the physical quanti¬ 
ties of factors required to make a unit of commodity, and the 
definition goes on to state that these have a price because they 
have alternative uses. 


Further Reading 

l^LACK, J. D.: Production Economics, Part 3. 

I3ouij)ING, K. E.: Economic Analysis, Chaps. 9, 10 and 11. 
Clakk, J. 15.: Distribution of Wealth, Chaps. 11-24. 

Knight, F. II.: Risk, Uncertainty and Profit, Chaps. 4 and 5. 



Chapter IX 

OUTPUT IN A COMPETITIVE MARKET 


The construction of a supply curve for a commodity in current 
production, which we undertook in Chapter VII, was based on 
two assumptions about the market. First, we assumed that 
our producer could take market price as given, and that no 
manipulations of the size of his output would affect the price in 
the market. Secondly, we assumed that our producer was able 
to buy factors of production on the same terms as any other 
producer catering for the same market. Both these assump¬ 
tions require amplification, and the first step is to decide exactly 
what we mean by a commodity. 


What is a Commodity ? 

We have been using the word commodity to indicate a class 
of objects so closely identical that a consumer would be quite 
indifferent which particular units he secured. If we take wheat 
as a commodity, one bushel of wheat should be a perfect sub¬ 
stitute for any bushel of wheat, one bale of cotton for any other 
bale. The slightest acquaintance with commodity markets 
will show this to be untrue, for wheat and cotton prove to be the 
general names given to classes of product which, although they 
belong to the same botanical species, have quite different 
industrial uses. The soft English wheat is not, in the bakers' 
opinion, a perfect substitute for imported wheats of a higher 
gluten content. Still, there are recognised grades both of 
wheat and cotton, which are so narrowly defined that pur¬ 
chasers are willing to buy without first seeing what they are 
buying. But although a buyer will be indifferent between any 
two bales of fully middling American cotton in Liverpool, he 
will certainly not be indifferent between them if one is in 
Liverpool and the other in New Orleans. They are not then 
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perfect substitutes one for the other, and he will not, in general, 
be willing to pay the same price for them. 

To turn to finished goods purchased by the general public, it 
is possible to sell a simple chemical substance under a trade 
name, to advertise it until consumers believe it possesses unique 
properties, and to charge a price many times that at which the 
substance can be bought under its true name. Two pots of 
jam boiled together may, by acquiring different labels, be 
subject to entirely different conditions of demand and be sold 
at (lifferent prices. They are no longer perfect substitutes for 
one another. Not only is one brand of cigarette not a perfect 
substitute for another brand made from the same type of 
tobacco and sold at the same price, but a packet bought at one 
shop may not be a perfect substitute for a packet bought at 
another in the same street. Convenience of access, admira¬ 
tion for the girl behind the counter, friendship for the pro¬ 
prietor and a score of other motives attach certain pur¬ 
chasers to certain shops. Preferences based on small or 
imaginary differences between products lead consumers to 
purchase one brand exclusively. 

The definition of a commodity which emerges from this 
discussion is that it consists of a group of products which are 
sufliciently close substitutes to make it convenient to class 
them together. The differences in preferences which prevent 
th(‘ir being perfect substitutes may be due to technical 
differences, differences in location, or no ponderable differ¬ 
ences may exist, but so long as consumers do not rate them 
eciually on their preference scales, they will not be perfect 
substitutes. 

For Pure Competition a Commodity must be Highly Standardised 

We have built up our supply curve on the assumption that 
the producer can sell as many units as he chooses at the market 
j)rice, and this condition can only be true if his product is a 
perfect substitute for the products of all other producers. The 
fact that he can sell any output he chooses at market price 
means that the demand curve which faces an individual pro¬ 
ducer is a horizontal straight line. This, in turn, means that 
elasticity of demand is infinite; for on a horizontal demand 
curve, the proportionate change in price, which corresponds to 
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a finite proportionate change in quantity, vs zero, and the value 
of a fraction with a denominator of zero is infinity. 

We saw that the degree of elasticity of demand for a com¬ 
modity depends on the ease with which it could be substituted 
for other commodities. Consequently, there can be but one 
price in the market. It will not pay any one producer to under¬ 
sell his fellows, because he can sell the whole of his output in 
any case. If he tries to charge more than his fellows, his sales 
will drop to zero. 

The Number of Competitors must be Very Large 

It IS improbable that perfect substitution would continue to 
exist for very long if the number of producers were limited, but 
it is certain that the condition of a single price need not exist. 
If the output of one producer represents such a large proportion 
of market supply that its subtraction will affect price, then that 
producer can manipulate the market price by adjusting his 
supply. If sales are made by a process of competitive bidding 
by buyers, one very large seller will be able to raise the market 
price by decreasing his supply. He will have to be a very large 
part of the market if he is to reap any benefit from the man¬ 
oeuvre, otherwise he will merely be enabling his rivals to sell 
larger quantities at the old price. 

If, however, it is the custom for a seller to set a price which 
the buyers can either take or leave, it may be possible for one 
seller to ask a price slightly higher than his rivals, and if his 
share of the market is too large for his rivals to replace him by 
expanding their own outputs, a certain number of buyers will 
have to pay that price or go without. 

A state of pure competition is said to exist when two condi¬ 
tions are fulfilled: 

(1) The product of one producer is a perfect substitute for 
the product of any other producer. 

(2) The number of producers is too large for any one of them 
to influence market price by withholding his output. 

Perfect Competition and Factor Supply 

Certain writers have made a distinction between a state of 
pure competition and one of perfect competition in which, in 
addition to the conditions laid down above, there is the further 
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proviso that all rival producers shall be able to buy factors of 
production on identical terms. An alternative statement of 
this third condition is that the factors used by all are identical, 
and the number of producers so large that the demand for a 
factor from any one of them is too small a part of the total 
demand for the factor to influence its market price. 

The Output of an Individual Firm in a Competitive Market 

We must now examine more closely the conditions which 
determine the contribution by an individual producer to 
market supply. We shall retain the condition that each firm 
has a fixed quantity of at least one factor of production, so that 
limits arc set by the Law of Diminishing Returns to the range 
of outputs it can produce. We shall no longer confine our¬ 
selves to the problem of the determination of the output a 
particular firm will produce at a given market price, but will 
also examine the question of the price level which will enable 
a firm to continue to exist in the long run, and thus we shall be 
able to say somctliing about the conditions affecting the 
number of firms in the market. First, however, we must 
return to our examination of the marginal cost scale, and now 
we must allow for the existence of fixed cost items in addition 
to variable cost items. 

Average Total Costs and Marginal Costs 

In Table 4, on p, SO, we showed the relation between average 
variable cost and marginal cost. We will now recalculate these 
costs on the assumption that in addition to variable cost there 
is a fixed cost item of £17*6. 

Marginal cost has remained unchanged, as we should expect, 
since it is dependent on variable cost. The marginal cost of, 
say, the seventh unit is still 2-4, but it is now the difference 
between 4G-5 and 44-1 instead of between 28*9 and 26-5. The 
scale of average total cost lies above the scale of average vari¬ 
able cost, but the difference becomes progressively smaller as 
the fixed cost is divided between an increasing number of units. 

I he minimum value of average cost now occurs for a larger 
number of units than before, i.e. for 12 and 13 units instead of 

II and 12, as the increasing cost of variable factors is temporarily 
offset by tlie decreasing cost per unit of the fixed cost item. The 
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larger the proportion of fixed cost in relation to variable cost, the 
greater will be this shift in the point of minimum average cost. 
Again we see that the average and marginal cost scales cut at 
approximately the point where average cost is a minimum. 


Table 6 


(1) 

Units of Output 

(2) 

To/al Cost 

i 

(3) 

Marginal Cost 

i 

w 

Average Cost 
(2) (1) 

0 

17-6 

_ 

_ 

1 

251 

7-5 

251 

2 

30-6 

5-5 

15-3 

3 

35-1 

4-5 

11-7 

4 

38-5 

3-4 

9*6 

5 

41*4 

2*9 

8-3 

6 

441 

2*7 

7*4 

7 

46-5 

2-4 

1 6-6 

8 

48-8 

2-3 

61 

9 

50-4 

1-6 

5-6 

10 

520 

1-6 

5-2 

11 

54-3 

2-3 

4-9 

12 

57-0 

3-3 

4-8 

13 

62-4 

4-8 

4-8 

14 

68*6 

6-2 

4*9 

15 

77-0 

9-0 

5-2 


In numerical examples it is inevitable that there shall be two 
equal values of average cost at the minimum which, strictly, 
lies between them. Only if infinitesimal steps are taken is 
there a single-point minimum, and then the numbers become so 
complicated that the objective of numerical examples—^simpli¬ 
city of exposition—is lost. To determine precisely the relation 
between average and marginal costs, we shall have to have 
recourse to graphical methods. 

Marginal Cost Redefined 

Before we proceed with the determination of the output of a 
firm by graphical methods, we must return to the definition of 
margmal cost, which for the purposes of numerical examples 
we defined as the extra cost of adding an extra unit of output. 
Marginal cost being the increase in cost for an increase of one 
unit in output is thus the rate at which cost is increasing per 
unit of output, but it is quite apparent from the Total Cost 
Curve in Fig. 20 that the rate of increase in cost at any given 
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point on the curve depends on the size of the unit of output. 
At some points on the curve, the rate of increase is smaller for 
a larger unit than for a smaller one, i.e. where the curve is 
convex upward; where it is concave upward the reverse is the 
case. We can get over this difficulty if we imagine the increase 
in output to be of infinitesimal size. Then, if we have an out¬ 
put of X units already being produced at a total cost of y and 
a very small increase in output Ax increases cost by Ay, 

marginal cost is equal to Our definition of marginal cost 

is then: 

The marginal cost of x units of 'product is the rate at which 
total cost increases for a very small increase in output when x 
units are already being produced. 

To represent this graphically, let the curve CC of Fig. 20 
ri'prcscnt the relation between total cost and output. The 

curve starts at a point C 
on the cost axis, whose 
height OC represents the 
fixed costs which must be 
incurred if the firm is to 
remain in existence even 
if no output is produced. 
The shape of the curve de¬ 
pends on variable costs. 
An output X can be pro¬ 
duced for a cost y, and the 
addition of a small quantity 
of output ah increases costs 
by be. Marginal cost of x 
units is e(|ual to bc/ab or the tangent of the angle bac or the 
slope of the chord to the curve between the points a and c. 

Now, if the increase in output ab is very small indeed, so that 
the points a and c tend to coincide, the curve ac and the chord 
ac tend also to coincide, and the slope of the chord becomes the 
slo])e of the curve at the point a. Therefore we can represent 
the marginal cost of a given output by the slope of the total 
cost curve at the point on it corresponding to the given 
output. 
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If we travel along the cost curve from 1« ft to right—that is, 
in the direction of increasing output—we see that the slope of 
the curve decreases at first, reaches a minimum, and then 
increases. Since the slope of the total cost curve represents 
marginal cost, we have again arrived at the U shape of the 
marginal cost curve which we observed in our arithmetical 
examples. This U shape is a logical consequence of the Law 
of Diminishing Returns. We saw that this law gave us a 
total product curve of a particular shape, which in turn, 
when replotted, gave us a total cost curve of the shape 
we have employed. We have now shown that such a total 
cost curve must have associated with it a U shaped marginal 
cost curve. Let us now see how wc can represent average 
cost. 

Graphical Representation of Average Cost 

In Fig. 21, C 1 C 2 represents the relation between total cost and 
output. 

The total cost of producing output OX is PX, and the 
PX 

average cost per unit is , which is the tangent of the angle 

OX 

POX or the slope of the line OP, 

Now let us imagine point P as being attached by a piece of 
elastic thread to 0, and moving along the curve from Q to C 2 . 
As P moves upward and to the right, the line OP rotates in a 
clockwise direction, and its slope decreases until it comes into 
the position OQ corresponding to output OM. After passing 
Q the line rotates in an anti-clockwise direction and its slope 
increases. Thus, average cost, like marginal cost, decreases at 
first, reaches a minimum, and then increases and its curve too 
is U shaped. 

Further information can be extracted from this diagram. 

For all values of X from zero to OM the slope of the line OP 
is greater than that of the curve, so average cost is greater than 
marginal cost. 

At Q corresponding to output OM, the line is a tangent to the 
curve, and the slopes of the line and of the curve are the same. 
For this value of output, therefore, average and marginal costs 
are equal, and, as we have already seen, average cost is a mini¬ 
mum at this point. 
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For outputs greater than OM, the slope of the curve is always 
greater than the slope of the line OP and marginal cost is greater 
than average cost. 

We have thus confirmed the picture of the relationship of the 
marginal and average cost scales which we obtained from the 

Total Average cMarginal Cost 



arithmetical examples, and we have proved our earlier con¬ 
clusion that the two scales cross at the point where average 
cost is a minimum. For this size of output average cost and 
marginal cost are equal; for smaller outputs marginal cost is 
less than average cost, and for larger outputs marginal cost is 
greater than average cost. 

Once more let us remind ourselves that these results are 
deductions from the Law of L^iminishing Returns, on the truth 
of which our explanation of supply prices in terms of cost 
entirely depends. 

Before we can use this information to discuss the output of 
a firm, we must examine the nature of the cost items we have 
encountered so far a little more closely. 
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Market Prices and Contingent Rewards of Factors 

When we are costing the consumption of each factor per unit 
of output, we shall usually have no difficulty in finding a price 
at which to value it. We shall be able to find market prices 
for many of them, to obtain price quotations for material and 
stores, to ascertain trade-union wage rates for labour and so 
forth. 

There will, nevertheless, be cases where we cannot discover a 
market price. Some factors will be working on terms which do 
not include a fixed rate of remuneration. They will work for 
what they can get, and what they do in fact get will depend on 
the success of the enterprise in which they are engaged. 

Such factors are usually relatively immobile once they have 
become attached to one production organisation. The capital 
subscribed by ordinary shareholders may have been spent on 
objects which have little or no use for any other purpose. An 
extreme case is that of the investor in coal-mining whose 
capital has been spent on sinking a shaft and preparing a seam 
of coal for extraction. If no coal proves to be there or if it is 
of quality too poor to be worth extracting, the investment is 
entirely lost. The shaft is worth nothing for any other purpose. 
At the other extreme, machine tools which were purchased 
to make motor-car-engine components may be used to make 
vacuum-cleaners or washing-machines. 

Between these extremes lie many cases where adaptation can 
take place with a greater or less degree of difficulty. 

There is, however, one means by which the capital invested 
in fixed assets can be moved out of occupations which can no 
longer pay normal rates of return into occupations able to pay 
higher rates. Fixed assets wear out, and during their lifetime 
they should produce a depreciation fund adequate to replace 
themselves w^hen they have to be scrapped, and over and above 
that an annual payment for their hire. If such an asset cannot 
earn an annual sum sufficient to cover both these items, 
depreciation will not be replaced. The asset will be allowed to 
wear out unreplaced, and the annual depreciation allowances 
will be invested in assets of another type. 

Some forms of labour service will also be in receipt of con¬ 
tingent rewards. Payment for certain types of work is on a 
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commission basis, being a percentage on the volume of sales or 
on the amount of profits. The owner-manager of a one-man 
business or the members of a partnership may be in receipt of 
incomes which are dependent on the success of their activities, 
and which may be regarded as the reward of their personal 
enterprise rather than as payment for the employment of 
capital. To carry on the business of a broker, whether in the 
bill or insurance markets, the stock exchange or commodity 
markets, involves the employment of relatively little capital but 
a great deal of personal activity. A broker will have to pay out 
sums regularly for clerical labour, office rent and expenses, but 
the amount of his own remuneration depends on the difference 
between receipts and expenses, and will fluctuate with the 
volume of business. It is a contingent reward. 


Money Expenses and Total Costs 

We can divide the payments, which arc made to factors of 
j)r()duction, into two groups: the payments which must be made 
to all factors that are hired for an agreed money payment, and 
the contingent payments to those factors which claim any 
residue of net receipts and which arc usually the hiring 
factors. 

riie money expenses include both payments to the variable 
factors which can bo hired and fired, bought and sold at 
short notice, and also payments to the more immobile factors, 
which payments must be made if the firm is to continue in 
existence, even if it produces nothing. 

The first of these will include wages of operative labour and 
payments for materials, stores, fuel and power; while the second 
will include wages of supervisory and managerial staff, rents of 
land and buildings, costs of repairs and maintenance, and 
interest on money borrowed at a predetermined rate. Over 
fairly short periods of time, i.e. periods not exceeding a few 
months, this second group can be neither increased nor de¬ 
creased, so that over short periods of time they and the factors 
receiving contingent rewards will form the group of fixed 
factors which we require if we are to apply the Law of Diminish¬ 
ing Returns. To this fixed organisation we consider varying 
quantities of the variable factors to be applied. 
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Output of a Firm in the Long Run 

We can now use what we have learned of the nature of costs 
to re-examine the problem of the size of the output of a firm 
and to throw further light on the total supply of a commodity. 
We have discovered two conditions determining the output of 
a commodity from a single firm, operating in a competitive 
market, where it can sell whatever quantity it chooses at the 
market price. 

First, the output of a firm is that quantity whose marginal 
cost is equal to market price. 

Secondly, the price at which an output of a given size is sold 
must be greater than the average variable cost of producing 
that output. 

From this we conclude that the supply curve in a competi¬ 
tive market is that portion of a marginal cost curve which lies 
above the average variable cost curve. 

Thus we can explain the total output from the firms in 
existence at a moment of time, but this analysis as yet tells us 
nothing about the number of firms, whether it is expanding, 
contracting or stationary. To answer this question, we must 
investigate the relationship between price and the output of a 
firm over a period of time long enough to allow the quantities 
of all factors of production employed to be varied. In Fig. 22 
that portion of the Marginal Cost curve, M C, above the point 
where it crosses the Average Variable Cost curve, AVC, will be 
the short-run supply curve of the firm in question. We have 
now to decide at what point on this curve prices must settle if 
the firm is to be able to pay all the factors of production it 
employs as much as they could expect to earn elsewhere, and so 
to persist in the long run. The curve of Average Total Cost, 
ATCy includes not only the variable costs represented by 
AVCy but all payments to factors which must be made if the 
firm is to continue to exist. 

Suppose that a firm finds itself selling an output Oq^ at price 
Op^, Total receipts are measured by the rectangle Oq^ap^y but 
total costs are equal to Oq^bc. Receipts thus fall short of the 
amount necessary to pay all the factors their market prices and 
thus retain their services. Sooner or later the concern will shut 
down, if this state of affairs continues. 
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If this condition is common to a number of firms in the 
industry, the total supply of the commodity will diminish as 
firms close down, and there will be a tendency for price to rise. 

If, on the other hand, a firm is producing output Oq^ at price 
Op 2 , total receipts equal Oq^dp^ and total costs Oq^ef \ there is 



o Si ^ ^2 Output 

Fig. 22. 


a surplus of receipts over and above the sum necessary to pay 
all factors their market prices. This surplus will be appro- 
])riated by the owners of the most immobile factors, for it will 
not be possible at short notice to detach supplies of these 
factors from other lines of production, where they are occupied, 
and to bring them in to compete with identical units, which 
are receiving a higher reward. In the longer run this move^ 
ment will take place, if such excess payments exist on any 
important scale, and then, as new firms arc set up, the supply 
of the commodity will be increased, price will fall and the 
surplus receipts will disappear. Price can therefore neither 
permanently fall short of average total cost, or permanently 
exceed this level, without setting up forces which tend to restore 
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the equality. At the same time, the original condition, that 
price is equal to marginal cost, must also hold, and there is only 
one point at which both these conditions can be fulfilled, that 
which makes average total cost a minimum. Long-run equi¬ 
librium is to be found therefore at price Op, which calls forth 
a supply whose marginal cost is equal to average cost. 

It is clear, from what has gone before, that the marginal cost 
of each firm's contribution to an output will tend to be the same 
and equal to market price. This result comes about, not 
because businessmen use marginal cost accounting, for few of 
them have ever heard of it, but because, by trial and error, they 
are attempting to maximise the return to the fixed factors of 
production, for these are in general the ones they themselves 
own. 

Under the conditions we have stated, minimum average cost 
will be the same for each of the firms in an industry, because 
we have supposed that they are purchasing some of their 
factors in the same market, and there is the tacit assumption 
that the fixed factors owned by the firms are of identical 
quality, though each firm does not possess the same quantity. 
In these circumstances minimum average cost will be the same 
for everybody, though outputs will not be of the same size. 

We can get nearer to reality, without seriously impairing the 
conditions of perfect competition, by removing the assumption 
that factors of production are of homogeneous quality and, still 
in the long run, minimum average cost will be the same for all 
firms, but the full explanation of this is better reserved for a 
later occasion. 

Joint Supply and Joint Demand 

So far we have regarded a firm as producing a single product, 
but this is in fact a circumstance not commonly encountered. 
It is more usual to find the same factors of production being 
used to make more than one product, and it is usual to describe 
such products as being jointly supplied. Sometimes joint 
supply is undertaken because for some reason or other it is more 
convenient. Thus, in this country farming is of the type which 
is usually termed mixed." The reason for this may be a 
desire to avoid the risks of total crop failure if only one crop is 
grown, by growing crops requiring different weather conditions, 
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SO that if weather proves unsuitable for one, it may never¬ 
theless suit another. A more important reason probably 
lies in the variety of types of land often found on a 
single farm in this country. It is more profitable to select 
crops to suit particular fields than to treat the whole in the 
same way. Similarly, there are cases of firms who are catering 
for a seasonal demand who find other products which they can 
make during the rest of the year and so prevent equipment and 
labour being idle. Then there are many cases where a process 
provides a product and one or more by-products. A gas-works 
produces coke and a number of chemical substances; sheep¬ 
farming provides mutton and wool, and so forth. In the 
n ajority of cases it is possible to vary the proportions in which 
the joint products arc supplied, but in a few cases this is not so. 
The wheat-grower can vary the proportions of grain and straw 
by selecting the strain of wheat, but as yet it has not proved 
possible to vary the proportions of cotton-seed and lint. The 
proportion is not fixed, but it varies with weather conditions 
and the activities of the boll weevil, and not with the intentions 
of the planter. Where the proportions are variable, it is 
possible to calculate the marginal cost of each of the joint 

products by considering 
the quantity of one of 
them to increase, while 
that of the other remains 
fixed. The output of 
either can then be regu¬ 
lated to equalise price 
and marginal cost. 

In Fig. 23, let be 
the marginal cost of 
increasing the output 
of A, leaving the out¬ 
put of B the same, and 
similarly let MCb be the 
curve of marginal cost of 
Then, if the market price 
of A is pj^ and that of B is p^, the demand curve for each 
product of the firm will be a horizontal straight line at the 
appropriate height. The points of intersection of marginal 


JOINT SUPPLY 



B when the output of A is constant. 
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j A riirves will give the contributions the firm 

to market supply. Then let the price of A be raised 
to Pia: output of A will be increased until the marginal cost 
curve cuts the raised demand curve, while the supply of B will 
not vary. In a similar way we can deal with a decrease in the 
demand for a product. 

The case where the proportions of the products are fixed 
cannot be treated in this way. Since it is impossible to increase 
the output of either separately, we cannot determine the 
marginal cost of either. We do know the marginal cost of 
increasing the output of both together, and we can say that 
output of the two together will be increased, so long as the 
increment in cost incurred in producing a further '' unit " of 
the combined products is less than the increment in receipts 
from selling it when produced. This increment in receipts 
needs some explanation. If the price of cotton, say, rises and 
the output of cotton is increased, the output of cotton-seed is 
increased. The demand for cotton-seed has, however, re¬ 
mained unchanged, so that its price falls. The increment in 
receipts from the whole price movement is therefore composed 
of two items: (a) the change in receipts due to selling a slightly 
larger quantity of cotton at a higher price, and (6) the change 
arising from selling a slightly larger quantity of cotton-seed at 
a lower price. The latter item may be positive, negative or 
zero, according to the elasticity of demand for cotton-seed. 


Rival and Complementary Supplies 

These two cases—the first where the proportions in which 
the joint products are produced are completely variable, and the 
other where these are rigidly fixed—by no means exhaust all 
the possibilities. They are indeed particular cases of two possible 
types of relationship. Just as we saw that some goods were 
rivals in consumption so that an increase in the consumption 
of one led to a decrease in consumption of others, so we have 
goods which are rival in supply, in that an increase in the supply 
of one decreases the supply of others. It does this because the 
supply of each of a group of rivals is dependent on the same 
factors of production, and if one secures a greater supply of 
factors, the others have to go short. The tendency to rivalry 
in supply will not be so general as the tendency to rivalry in 
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demand, because there is to some extent specialisation of 
factors of production, and it is where production is dependent 
on a specialised factor that rivalry will be most intense. Thus, 
all the commodities produced in a given community are in 
some degree dependent on the same pool of unskilled labour, 
and are therefore to some extent rivals, but we should not 
expect the degree of rivalry to be very intense. Wheat and 
sugar-beet, on the other hand, are rivals for the same type of 
land, and the rivalry between them will be more intense. 

Again, just as goods are complementary in demand and an 
increase in demand for one increases the demand for the com¬ 
plements, so a complementarity relationship can exist in pro¬ 
duction. The cotton-seed/cotton-lint example is a case of com¬ 
plementarity of a type that is no doubt extremely common, but 
it is quite possible for production of the complement to increase 
less than proportionately or more than proportionately to the 
change in output of the commodity in which we are interested. 

Effects of Rivalry and Complementarity on Prices 

If the production of B is rival to that of A , then an increase in 
the demand for A, causing all producers to move up their 
marginal cost curves, will attract away factors which are used 
to make B, and the supply of it al all prices will be diminished. 
So in Fig. 24a, 5^ represents the market supply curve IotA, and 
(piantity qi is being produced at price Demand for A then 
increases, so that price rises to A \2 supply increases to q^. 
'Phe factors to produce this extra quantity are wholly or par¬ 
tially witlidrawn from the production of Z>, so less of B will now 
l)e produced at all prices and the market supply curve for B is 
moved to the left from 5^ to 5,^2. The market demand for B, 
as represented by D^, has remained the same, and as the supply 
curve for B has moved to the left, 5^2 will cut the demand 
curve at a higher point and the price of B will be pi ^2 instead 
of p^^l. When two commodities are rival in supply, therefore, 
an increase in demand for one of them will lead to a rise in price 
of the other, and, vice versa, a fall in the demand for one will lead 
to a fall in the price of the other. 

Similarly, if B is a complement to A in production, and 
there is an increase in demand for A so that its price rises 
from px\ to px 2 <^nd protluction is increased according to the 
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supply curve, the supply of B will be autoinatically increased. 
More of B will be supplied at all prices, so the supply curve 

Rivals in Production 



for B will move to the right from to 5j32 (Fig- 24b). 
Demand, howevel:, will continue to be represented by Z)^, so 
that as the supply curve has moved to the right, it will now 
cut the demand curve at a lower price than formerly, and the 
price of B will fall from ^31 to 

When the relationship of two or more goods is one of com¬ 
plementarity in production, an increase in the demand for one 
will lead to an increased supply and a lower price for its com¬ 
plements, and a decrease in demand will lead to a decreased 
supply and a higher price for its complements. 

Joint Demand 

When, in our study of the Theory of Choice, we observed the 
possibility of a relation between the demands for two or more 
commodities, by which an increase in demand for one led to an 
increase in demand for the otiicrs, we were concerned with 
cases of related tastes; but this does not exhaust the study of 
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complementarity in demand. Ihere is a joint demand for 
factors of production to make a product. We have seen from 
our discussion of the Law of Diminishing Returns that it is pos¬ 
sible teclmically to use a wide variety of combinations of pro¬ 
portions and the choice of one particular combination depends 

COMPLEMEiqTS IN PRODUCTION 



on the relative prices of the factors. In the general case, one 
factor can be substituted for another if price changes make it 
]MX)litable to do so. In most manufacturing processes it is 
possible to use more machinery and less labour, or vice versa, 
as the price of each decides. In farming, more or less intensive 
methods can be used—that is, the quantity of labour to an acre 
of land can vary within wide limits. If one factor of production 
is relatively dear, the effort will be made to use as little of it as 
possible to get the maximum product out of every unit. This 
will be done by using greater quantities of the cheaper 
factors. In Canada, where land is cheap relative to labour, 
land is cultivated extensively,'' and labour-saving methods, 
which result in low yields per acre but high yields per man, 
are employed. In England, where land is relatively dear. 
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the effort is made to get higher yields per acre. The effect of 
a rise in the price of one factor due, say, to a demand for it 
elsewhere, is to increase the demand for other factors, which 
will now be used in greater quantity and whose price will, in 
consequence, tend to rise. 

It may, however, be the case that substitution is impossible: 
that factors must be used in fixed quantities. Something 
approaching this is to be found in the cutlery trade, where 
machines which can take account of slight differences in the 
quality of steel have not been invented, and the forging and 
grinding of better-class cutting tools has to be done by hand. 
In the short run we may find it impossible to interchange labour 
and machinery in almost any industry. We also get cases of 
products made up from components like knife-blades and 
handles, golf-clubs and shafts. If the price of one factor or 
component rises, another factor or component cannot be sub¬ 
stituted for it, and the price of the finished article must rise. 
This will cause contraction in the demand for it, and in the 
demand for the other factors or components ; hence their 
prices will fall. 

An exception to this will occur when the commodity whose 
price rises represents a very small part of the total cost of the 
final product. If this is so, the increment to the cost of 
the final product due to the price change may be less than the 
minimum sensible. Thus the cost of sewing cotton in the 
garments for which it is used, and of manganese or certain rare 
earths in the cost of special steels, is such a small item that 
substantial percentage increases have an effect on the total 
cost which is hardly appreciable. The proportion of labour 
cost in total cost of the product is highly important from the 
point of view of trade-union policy. 
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Chapter X 

OUTPUT IN A MONOPOLISTIC MARKET 


We have discussed the problems of determining outputs and 
prices when the number of producers in the market is very 
large. This is the problem of pure competition. We must 
now examine the question of the output of a firm when the 
number of firms competing is small enough for the effects of 
changes in the output of one to affect the prices at which 
the others can sell their outputs. 

We shall find that the same principle which enabled us to 
determine output in a competitive market—that each producer 
will fix his output at the level most profitable to himself—will 
prove just as useful here. Just as before, each producer will 
liave a certain total of expenses which he can avoid by refrain¬ 
ing from producing an output of a given size, the amount of the 
expenses being related to the size of the output. This total we 
liavc called the variable cost of the output in question. It will 
be the purpose of the producer to make the difference between 
total receipts and total variable cost a maximum, and it is with 
this end in view that he will decide on the size of his output, 
riie analysis will be a little more complicated than it was 
before, for in a competitive market we can assume that a 
j:)roducer can always sell one more unit at the market price, so 
that receipts per unit remain constant while costs per unit 
change. 

When we introduce the idea c f monopoly, we can no longer 
make this assumption about price, so that both receipts per 
unit and cost per unit will be variable. 

What is a Monopolistic Market ? 

As we have already seen, if we remove the assumption that 
the number of firms is too large for any one of them to have the 
power to influence market price, we can no longer rely on 
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the product of any one firm being a perfect substitute for the 
product of any other. It was the existence of perfect sub¬ 
stitutes for the product of an individual firm which made 
elasticity of demand for it infinite and the demand curve a 
horizontal, straight line. Remove this condition of perfect 
substitutes for a firm’s product and the demand curve for that 
product will slope downward to the right. 

We can picture this occurring because each firm has 
attached to it a number of customers who will buy from it 
rather than from any other seller asking the same price. Thus, 
no firm will be able to increase its sales by merely offering 
more for sale at the same price in the way a firm in a competitive 
market can do. Once a firm in a monopolistic market has 
satisfied the demand of the customers who normally buy from 
it, the only method to increase sales is to attract away 
some of the customers attached to its rivals. Ignoring for the 
present the effects of advertising, the only way a firm can do 
this is to cut price. 

Consequently, an increase in sales, whether to its own 
clientele or to people who are buying from rivals, can thus be 
secured only by lowering price, and the demand curve relating 
to the product of a single firm slopes downward from left to 
right. We can, if we like, think of each firm as working in a 
sub-market of its own, whereas in competitive conditions there 
is one unified market for everybody. 

The popular view that monopoly power lies in control over 
supply is not a truly accurate account of the matter, for every 
producer has control over his own supply. Monopoly power 
lies essentially on the side of demand. Some element of it 
exists whenever the product of one producer is not a perfect 
substitute for the products of other producers. 

A monopolistic market can therefore be defined as one in which 
there is no perfect substitute for the product of an individual seller^ 
so that there is a separate demand curve for the product of each 
seller in the market. 

It is clear from this definition that we shall find varying 
degrees of monopoly power, its effectiveness in any one case 
depending on the remoteness of substitutes. If there are many 
very close substitutes for the product of a firm, the conditions 
of demand for it will differ but little from those of pure compe- 

I.E.A.—5 
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tition, but if the product is not readily substituted by or for 
others, a considerable fall in price may lead to little substitution 
for other products and a rise in price may have little effect 
in causing other products to be substituted for it. It would 
appear, therefore, that there is a close connection between 
elasticity of demand for a product and the power of the pro¬ 
ducer of that product to pursue a monopolistic policy. 

Elasticity of Demand and Monopoly Revenue 

In order to examine the basis of monopoly policy, let us look 
once again at the simple case of a fish market with a catch to be 
disposed of and no demand on the part of the sellers for their 
own product. The catch is one of 15,000 lb. of fish, and under 
competitive conditions the market would be cleared at a price 
of 4d. per pound. Next we suppose that a ring is formed to dis- 


Table 6 


Price 

j Buyers' Demand 

Consumers* Outlay 


lb. 

d. 

S(l. 1 

7.000 1 

56,000 

Id. 

9,000 

63,000 

i\d. 

11,000 

66,000 

rni. 

14,000 

70,000 

Ad. 

15,000 

60,000 

:w. 

18,000 

54,000 


])ose of file catch on more advantageous terms. Since the 
catcli is in existence, the policy of the ring will be to obtain 
the gn'atest total return, which is the same thing as the greatest 
total outlay on the part of the consumers. This will be achieved 
by fixing the reserve price at at which figure the market 
will be willing to take 14,000 lb. for a total outlay of 70,000^i^. 
The ring could haveobtained thesame result by throwing 1,0001b. 
back into the sea, reducing supply to 14,000 lb., and leaving 
the market to fix the price at 5d. In either case the 1,000 lb. 
will be thrown away. A monopoly can always operate by 
fixing its reserve price and leaving buyers to decide what is 
sold, or by fixing supply and leaving buyers to fix the price. 
1 he choice of methocl will depend on which is most convenient 
in tlie circumstances of the market, but the result will be the 
same in either case. 
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An examination of the demand schedul*; will show that, at 
prices below 6^Z., consumers' outlay declines for a fall in price, 
and that, for prices above 5d., outlay increases for a fall in price. 
Demand is therefore inelastic below 5d, and clastic for prices 
above 5d. A policy of restriction of supply, or of price raising, 
increases receipts only so long as demand does not become 
elastic. This agrees with what we know about the relation 
between elasticity and substitution, for the higher the price of 
a commodity goes the more commodities are likely to become 
close substitutes for it. 


Monopoly Policy with Costs of Production 

The policy of attempting to make total receipts a maximum 
is applicable only in the case of a stock of commodity which is 
already in existence. It is not appropriate when a decision as 
to how much to produce has to be made, for the monopolist 
will not be interested in maximising the return to all the factors 
of production employed, but only in securing the greatest 
possible return to those which he himself owns. Factors he 
hires or purchases will be paid their market prices and no more. 
The sum of payments made to factors of production we will call 
the monopolist’s '' money expenses of production.” This will 
not correspond to ” prime costs,” because it may include such 
items as rent, which the monopolist has contracted to pay over 
periods of years and which 
is an item of his fixed cost. 

When he has paid these 
money expenses, he appro¬ 
priates the balance of net 
receipts as the payment for 
the factors he owns, and it 
is this amount which he will 
try to maximise. 

Marginal Revenue Defined 

A monopolist who is vary¬ 
ing his output in an attempt 
to arrive by trial and error at 
the greatest possible net receipts will be watching changes in two 
quantities. He will watch how total cost changes with output, 
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Fig. 25. 
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that is, he watches marginal cost; and he will also watch changes 
in total receipts, but as yet we have given no name to the latter. 
In Fig. 25 the rectangle OABC represents total receipts from 
selling a quantity OA at price OC. Rectangle ODEF represents 
the total receipts obtained by selling one more unit at the lower 
price as shown by the demand curve. The rectangle CBGF 
represents a loss of receipts arising from selling OA units at a 
price OF instead of at OC, and the rectangle ADEG shows 
the increase in receipts due to the sale of one extra unit at price 
OF. 'I'hc net increment in receipts, or marginal revenue, is 
('(jual to the difference between the two. Applying what we 
learned earlier of the relation between elasticity of demand and 
changes in consumers’ outlay, it is seen that, if demand is 
inelastic in the region of the price OC, the rectangle OABC 
will be greater in area than ODEF. Consequently, CBGF is 
greater than ADEG, and marginal revenue is a negative 
(luantity. Similarly, if demand is of unit elasticity, the two 
rectangles are of equal area and marginal revenue is con¬ 
sequently zero. Only in the case of clastic demand will mar¬ 
ginal revenue have a positive value, for only then will the 
negative increment CBGF be smaller than the positive incre- 
nu'iit ADEG. It is to be noted, however, that marginal 
revenue must always be less than price, for it is equal to price 
minus the price reduction necessary to sell one more unit 

multiplied by the number 
of units sold. 

The marginal revenue 
curve will therefore al¬ 
ways lie below the demand 
curve, and will cross the 
horizontal axis when elas¬ 
ticity falls to unity (Fig. 
26a). 

For comparison, we 
may look at the marginal 
revenue curve of a firm 
working under conditions of perfect competition. It is then 
always possible to sell one more unit at market price, so 
that, as there is no fall in price, there is no negative item in 
marginal revenue, which is always equal to market price. The 
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Fig. 26b. 


individual firm's demand curve and its marginal revenue curve 
coincide under conditions of perfect competition, and both are 
horizontal straight lines 
(Fig. 20 b). 

Price, Marginal Revenue and g , oj ^ 

Elasticity of Demand mr 

It is clear from the above 
argument that marginal 

revenue is less than price, - 

except in tlie case of infinite ^ Qu^NTirr 

elasticity. When elasticity 

is equal to unity, marginal revenue is zero. It is possible to 
arrive at a simple formula which will give the relationship 
between price and marginal revenue for any value of elasticity. 

Let price be p and the quantity sold q. Then for a small fall 
in price Ap quantity sold increases by Aq and the increment in 
receipts is AR. Marginal revenue is defined as a small change 
in receipts for a small change in quantity sold, and is therefore 
ARjAq. 

Revenue at the original price is p.q. 

Revenue after the price change is {p — Ap) {q + Aq). 

Then we have: 

AR = ip - Ap) {q + Aq) - p.q. 

pq + pAq — qAp — ApAq — pq 
which reduces to pAq — qAp, since ApAq can be ignored as 
being of the second order of small quantities. 


Ap) {q + Aq). 


’' Aq Aq 

Now elasticity of demand 


Aq e e 


p^ 

q ' Ap 


Marginal revenue = price x - - 

e 

1 his equation satisfies the conditions that marginal revenue 
is equal to price if e is infinite and is equal to zero if e is equal 
to unity. For all values of elasticity greater than one and less 
than infinity, marginal revenue is less than price. The mar- 
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Th. 

ginal rcvcnuo curve will therefore lie below the demand curve 

wheneve r tlie flemand curve is downward slopin|:(, and the 

extent to wlii< li it lies below it depends on the value of the 

- <? I 

Iiaetiori 

e 

Price Determination under Simple Monopoly 

We have now tin* necessary data to complete our account of 
tlie pri('int( })roc(‘ss under monopolistic conditions. We pic¬ 
tured the monopolist deciding on the size of output. He will 



o X Output 

Fig. 27. 


always bo willing to increase output, if what he receives by way 
of increment in receipts is greater than the increase in his 
money expenses, that is, if his marginal revenue exceeds his 
marginal costs. This is seen in Fig. 27, where the vertically 
hatched rectangles represent marginal revenues and the cross- 
hatched portions marginal costs. So long as any net receipt 
item such as AB exists, it is profitable to increase output. For 
output OX, the increment in cost caused by adding one more 
unit swallows up the increment in receipts accruing from the 
sale of that unit and further expansion of output is not profit¬ 
able. d'he quantity sold will therefore be determined by the 
intersection of the marginal cost and marginal revenue curves, 
for that is the point at which net receipts are a maximum. The 
price P wliich must be charged to sell this quantity OX can 
then be read off from the demand curve. Fig. 28. 

The process is, in fact, precisely the same as in the case of 
perfect competition, only there marginal revenue is the same 
as market price and we can proceed straightway to the relation— 
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niarc:inal revenue equals market price—although in doing so we 
are apt to lose sight of tlie fact that tlie really fuiiclaniental 
relation is the equalitv 

^ ^ , Simple Monopoly 

of marginal cost and mar¬ 
ginal revenue. 

It is now necessary to 
enquire what the relation 
between price and average 
cost will be. In the case 
of simple monopoly, the 
monopolist is regarded as 
the sole supplier of a com¬ 
modity; that is to say, 
there is nothing which is 
a sufficiently close sub¬ 
stitute for his product that 
it must be regarded as the same commodity. The Post Office has 
such a monopoly of the carriage of letters in this country, the law 
forbidding any other body from performing the same service. 

Government-controlled agencies have a monopoly of tele¬ 
communications in this country and the B.B.C. has still a 
simple monopoly of sound broadcasting though rival television 
services arc licensed by Government. In road transport the 
British Transport Commission is protected from the competition 
of private enterprise by statutory control of the latter. The 
Road and Rail Traffic Acts also serve to temper the forces of 
competition for the state-owned railways. Cases are less 
common among material goods than among services, for in the 
type of case cited above there is usually some legal barrier 
keeping out the would-be competitors. There arc cases of 
commodities where there is not, strictly speaking, a simple 
monopoly, but one producer is a sufficiently large part of the 
industry to be able to act as if it did exist. 

Further, if supplies of factor are prevented from entering an 
industry by legal restriction, or if an enterprise has gained 
possession of the whole supply of some natural resource, other 
firms cannot be set up to compete with the existing ones. In 
these circumstances, fixed cost as we used it in our discussion 
of pricing under competition has very little meaning. There 
we were able to get a market price for all factors, for even in the 
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cases of units of factors earning contingent rewards there was 
the condition that they must, in the long run, earn as much as 
they could expect to get elsewhere. We could include them 
therefore in fixed costs at a figure equal to the average earnings 
of similar units in other occupations. Now we have no such 
guide, because there are no similar units, or at least no similarly 
situated units. 

Fixed cost can therefore include only payments to those 
factors which are used in fixed amounts but which the firm 
buys at market prices. Fixed cost as so defined, plus normal 
variable cost, constitutes a total cost which must be covered in 
the long run if the monopoly is to remain in business. Net 
receipts, i.e. the difference between total receipts and total cost 
as we have now redefined it, constitute the income of the 
monopolist. Since it is in general impossible to be a mono¬ 
polist without possessing some factors of a specialised character, 
we can regard net receipts as payment to these factors which 
have no market price. 

Completely unique factors are very rare, and even so there 
may be some commodity which is to some extent a substitute 
for the monopolised product. To this degree the net receipts 
of virtually every monopoly are vulnerable to competition. 

Imperfect Competition 

If possibilities of substitution are greater than this, as in the 
case of an industry composed of a small number of firms making 
products, which are near but not perfect substitutes for each 
other, it may not be possible for any one of the firms to secure 
an excess of receipts over total costs. The factors of produc¬ 
tion used by one firm may be substantially the same as those 
employed by any other, they may buy machinery from the 
same makers, they compete for raw materials and labour of all 
kinds. The products they produce differ but little so far as any 
physical tests can show, but in the opinion of the consumers 
there may be important differences. The consumer will prefer 
one brand to another at the same price, but other brands are 
sufficiently close substitutes for the existence of a price differ¬ 
ence of more than trivial dimensions to change the direction of 
his purchases. There will thus be no specialised factors of 
production employed, since it is possible to set up a new firm 
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to make a product very like those other fii nis are already selling. 
Consequently if in certain firms units of any factor of produc¬ 
tion are earning more than similar units are earning elsewhere, 
new firms will be set up to make similar products at slightly 
lower prices than existing firms are charging, and any surpluses 
of net receipts (total receipts minus total variable costs), over 
the sum sufficient to pay all fixed factors their market prices 


Imperfect Competition 



and no more, will disappear. There will be a market price even 
for those factors working for a conditional reward, and we an; 
concerned with a total cost curve which is identical with that 
we used for a competitive market. To maximise profits or 
minimise losses a firm will fix output at the point where mar¬ 
ginal cost and marginal revenue are equal, say Ox in Fig. 
29. The figure shows three possible positions, D, Di and D 2 , 
of the demand curve, but to avoid confusion the marginal 
revenue curves associated with Di and D 2 have been omitted. 
If the demand curve is in the position Di» i.e. it cuts the average 

I.EA.—5* 
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cost curve in two points a and 6, it is easy to show that profits 
will be maximised at some point on the demand curve be¬ 
tween a and 6. To the left of a, average cost is greater than 
price, so that no point of equilibrium is possible. At a 
price and average cost are equal and one condition of equi¬ 
librium is fulfilled, but to the right of a average cost falls 
below price, and the producer is likely to recognise this and 
increase output to gain a net profit on each unit sold. This 
margin between price and average cost increases for a time with 
increasing output. Similarly, if a producer finds himself at 
b on the demand curve for his product, it will not pay him 
to increase output, but it will pay him to decrease it. Since 
net profits are zero at a and h and positive in between, there 
must be some point where they are a maximum, but a situa¬ 
tion in which a net profit exists cannot be permanent. 
Otlier firms will be attracted into this line of production, and 
will produce other products which are near substitutes 
for the product in question. If necessary they will charge 
a price low enough to attract away some of the first firm's 
c ustomers. Our firm will consequently experience a decrease 
in demand, and its demand curve will move to the left. The 
argument runs on lines which closely resemble those of the 
analysis of price determination under conditions of perfect com¬ 
petition on pp. 112-118, the only difference being that, under 
j)c‘rfi'ct competition, a firm which tries to charge a higher price 
than its rivals loses all its customers immediately, while in 
conditions of imperfect competition, it loses some of them only; 
those who arc least firmly attached to it depart first. 

Again, just as in the former argument, it can be shown that 
a firm whose price is below its average total cost will tend to 
disappear, because in spite of the equality of marginal cost and 
marginal revenue, it is not able to pay normal rates of return 
to its fixed factors, so that a position of the demand curve such 
as 7)2 cannot be permanent. Thus, since there can be no long- 
run equilibrium when the demand curve cuts the cost curve, 
nor when the two curves do not come into contact, there is only 
one alternative—the two curves must touch. At the point of 
osculation, price and average cost are equal, so that receipts 
equal total costs, but in order that the point shall be one 
of equilibrium, the demand curve must lie below the average 
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cost curve except at this point, for if it should lie above 
it, some output greater or less than Ox would be more 
profitable, as receipts would exceed total cost. If, however, 
the demand curve touches the average cost curve from below, 
as in Fig. 29, the point of contact will be one of maximum net 
receipts or minimum loss (both are zero), and therefore mar¬ 
ginal cost and marginal revenue must be equal for the same size 
of output. The marginal curves will therefore cut at a point 
vertically below the point of contact of the average curves. 

Because marginal cost and marginal revenue arc equal, there 
is no tendency for the firm either to expand or contract output; 
because total costs are equal to total receipts, there is no 
tendency for existing firms to go out of business or for new ones 
to set up. The situation must not, however, be confused with 
competitive equilibrium, for price is greater than marginal cost, 
since it is equal to average cost which is greater than marginal 
cost. Average cost and marginal cost are equal only at the 
point where average cost is a minimum, and since the demand 
curve is downward sloping, it must touch the average cost curve 
on the downward sloping half, so that average cost is greater 
than marginal cost, and output is less than that which makes 
jiverage cost a minimum. 

This latter result is consonant with the belief of many busi¬ 
nessmen that they could reduce costs per unit if they could sell 
more, but that a reduction of price would not be profitable to 
tliem. The above analysis probably provides the explanation 
for a large proportion of such cases. It is probably applicable 
to the sale of commodities sold under an advertised brand name 
and to retail distribution generally; indeed, in the latter case 
it is easy to show how the process can work without price 
changes. 

Suppose that in a recently built garden city there are fewer 
grocers per thousand of population than is normally the case. 
The large turnovers of existing businesses may enable unusually 
large profits to be made, even though the prices charged arc the 
same as elsewhere. Other grocers hear of the high level of 
profits and set up shops in the area. We will further suppose 
that customers choose their grocer solely from the point of view 
of distance from the shop to the home, so that each of the 
original grocers had an assured market consisting of all the 
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households for whom he was the nearest grocer. When 
the new grocers enter the field, they will be nearer to a cer¬ 
tain number of households than any of the original shops, and 
c'ach will establish an assured market of all the households for 
whom he is now the nearest grocer. Each new-comer will 
thus carve out a market for himself from the markets of one or 
more of the original shops. The clientele attached to each shop, 
old or new, will be smaller than formerly, and as more and more 
new shops are opened the assured market attached to each 
shrinks steadily. As the volume of business done at each shop 
decreases, profits decline, and the situation is eventually reached 
when the prospective income to be derived from setting up a 
shop in our garden city is no greater than that anticipated from 
a similar shop elsewhere. In terms of Eig. 29, the demand 
curve will have moved from a position such as to position 
/), and total receipts will just suffice to pay the factors of 
production now employed in the grocery trade such rewards 
as they could expect to earn elsewhere and no more. 

Price Discrimination 

So far, in each problem, whether of competition or monopoly, 
there has been only one price in a market for all who wished to 
buy, and we will now deal briefly with the circumstances in 
which there may be two or more prices for the same article 
in the same market. We saw in our study of conditions of 
demand that the limit above which no purchase would be made 
was different for different buyers in the market, so that people 
who would be willing to buy at much higher prices are enabled 
to buy more cheaply and possibly with a smaller total expendi¬ 
ture. If it is possible to separate different types of demand, 
it may be possible to charge different prices to the different 
t}'pes and thereby extract a larger total revenue. 

rhus, railway passenger journeys can be divided into those 
taken in connection with earning a living and those taken for 
recreation. The demand for the former is likely to be very 
much more inelastic than for the latter, so that it may be 
possible to charge much higher prices for business journeys than 
for pleasure journeys, if it is possible to separate them. One 
way of separating them is to offer cheap excursion trains on 
Sundays when there is little demand for business journeys, and 
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to try, by forbidding luggage, to prevent people transferring to 
Sunday journeys they might take on a week-day. The demand 
for Sunday journeys can thus be dealt with separately, and an 
equilibrium between the marginal revenue obtained from them 
and the marginal cost of running excursion trains found. The 
fixed costs connected with the track, stations and rolling-stock 
form a large part of total costs for railways, so that if, in 
addition, tlie demand for excursion journeys is very elastic, 
very large price differences between excursion and ordinary 
tickets may exist. Similar considerations govern the offer of 
cheap tickets into town from suburban stations during the 
middle of the day. If the equipment necessary to carry the 
heavy traffic of the rush ** hours is not required except in the 
morning and evening, it will pay to induce housewives to shop 
at city stores instead of at suburban shops, provided the 
receipts from their tickets yield a margin over and above the 
extra expense incurred by running the trains instead of leaving 
them idle. 

Whenever a market shows peaks of inelastic demand at 
certain times, then it offers opportunities for differential pricing, 
provided, of course, it is not possible to buy in the low-price 
j)eriod to use in the high-price period. 

In this connection it may be noted that both gas and elec¬ 
tricity undertakings have the same problem of a peak demand 
in the evening, but while electricity suppliers normally offer 
lower prices to capture more elastic demand at other times, gas 
suppliers do not, the reason being presumably that it is easier 
to store gas. 

With material goods the possibilities of transfer of demand 
from the high-price market to the low-price one arc much 
greater. An industry which, by means of a cartel and a tariff 
wall, has secured control of its home market and rendered tlie 
demand for its products there more inelastic by shutting out 
competing supplies, often finds it profitable to sell in a com¬ 
petitive market abroad at a lower price than at home. This 
practice is commonly termed dumping at a price below cost 
of production,” which, if it were indeed true, would mean that 
the concern was acting as a philanthropist. What is actually 
happening is that it is following the orthodox policy of equating 
marginal cost and marginal revenue in both markets. The 
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export market is competitive, so that the monopoly can always 
sell another unit at the market price; marginal revenue and 
price are thus the same. The cartel fixes its total output 
where marginal cost is equal to price in the export market. In 
the home market it sells such a quantity that marginal revenue 
there is equal to the marginal cost of total output. Home 
market price will be greater than marginal revenue, since the 
cartel enjoys a monopoly, and hence will also be higher than 
the price in the export market. 

Where it is impossible to force consumers into the high-price 
or the low-price market, it may be possible to induce them to 
sort themselves out voluntarily. This is done by misleading 
the consumers as to the quality of the goods they are buying. 
The product is sold in different grades at different prices; there 
may be no actual difference between one grade and another, or 
differences in costs may be in no way proportionate to price 
differences. Separate demand conditions are set up for each 
“ grade,” and receipts are greater than if there were only one 
price in tlie market. Thus, in pricing theatre seats, the differ¬ 
ence in the cost of seating people in the dress circle and in the 
gallery is in no way proportionate to the price difference, and 
social snobbery sends the right people in at the right entrances. 
Again, in the soap trade the difference between the prices of 
common household soap and expensive toilet soap is probably 
reflected neither in cost nor in chemical composition, but on 
tlie basis of claims made by skilful advertising, consumers are 
willing to scctionalise their own demand. 

Recalling an earlier discussion (sec p. 122 ), it is clear that 
such ca.ses can be treated as joint products, but whereas in our 
examination of the pricing of joint products under conditions of 
]x'rfect competition we used the horizontal demand curve for 
the product of the firm, we must now consider the demand 
curve for each joint product to be downward sloping, and hence 
it will have its associated marginal revenue curve. The inter¬ 
section of the appropriate marginal revenue and marginal cost 
curves will determine the quantities of each to be produced, 
and the demand curves will give the prices at which these 
quantities will be sold in the usual manner. This form of the 
analysis applies only to cases where special costs attach to the 
production of each product. Other cases can be dealt with by 
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a simple extension of the method, but for the sake of those 
readers who are easily frightened by curves, further elabora¬ 
tion has been transferred to the appendix. 

There is, of course, another type of differential pricing—that 
which occurs when a large concern with a wide market under¬ 
cuts a small concern with a localised market with the object of 
driving it out of business. The foregoing analysis is not 
applicable to such a case, which falls outside the scope of this 
book. 

Monopoly Power and Advertising 

in general, some element of monopoly must be present before 
it pays a producer to advertise. Expenditure on advertising 
is incurred because it is believed that a return in increased 
profits will accrue to the advertiser and, if this is to come about, 
the advertiser’s product must be distinguishable from the very 
similar products of his rivals. It is useless, for instance, for 
a sugar refiner to spend money on advertisements intended to 
induce people to eat more sugar. Any result would be spread 
over all the sugar refiners in the market, so that, if there were 
a large number of them, the increase in sales enjoyed by one 
alone might be quite small. In these circumstances the refiner 
might pack liis sugar in a distinctive packing, give it a registered 
trade name, and advertise it in a manner to suggest it possesses 
properties altogether superior to those of the common article 
sold in bulk. He would then secure for himself any benefits 
which might accrue from his advertising, instead of dispersing 
them among the whole trade. Of course, if one refiner were a 
very large part of the sugar trade, or if the refiners all banded 
together, the advertisement of sugar as such might be profitable. 

Effects of Advertising on Demand 

The purpose of any seller who decides to advertise his product 
is to modify the demand curve for the product in a manner 
advantageous to himself, that is, in a manner which increases 
net receipts. In general, advertising will have the effect of 
enabling the seller to increase hk sales without decreasing price; 
the quantity item against each price in the demand schedule 
will be increased or the demand curve will be moved to the right 
from position to position in Fig. 30. A new point of 
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equilibrium of marginal revenue and marginal cost will be found 
for output X 2 instead of Xi, as the marginal revenue curve will 
have moved with the demand curve. 

At the same time, the elasticity of the curve may be altered. 
The seller may, by advertising, succeed in attaching consumers 

Effects of 

Advertising Expenditure 



more firmly to his product, so that they will be less likely to be 
attracted away by price reductions or expenditures on adver¬ 
tising by his rivals; that is, he endeavours to make the demand 
for his product more inelastic for the future than it has been in 
the past. This same change in elasticity may enable the seller 
to raise his price and obtain greater net receipts for a smaller 
jiroduction, and consequently for a smaller outlay on resources 
than would have been the case if elasticity had remained 
unchanged. 

In Fig. 30 the demand curve has both moved to the right 
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and become more inelastic. The marginal cost curve remains 
the same, since advertising expenditure docs not vary in any 
very direct manner with output, and is best treated in this 
respect as a fixed cost item. The advertising campaign is 
worth undertaking if net receipts from selling 0 X 2 units at opo 
exceed net receipts from selling oxi at opi by more than the 
expenditure on advertisement. 

Advertising Expenditure and Communal Income 

In so far as advertising increases accurate knowledge of com¬ 
modities available for consumption, it adds to the communal 
income. With it consumers get a collection of things to con¬ 
sume which they prefer to the collection they would get if they 
lacked the information they obtain from advertisements. A 
great deal of trade advertising falls into this category, as it is 
in effect a means of disseminating technical knowledge. In 
this way the resources which are used in the production of 
advertisements are making an indirect contribution to the 
income of the community. 

With advertisements of consumers' goods, this is not in¬ 
variably and perhaps not generally the case. Information 
contained in them is frequently misleading if not erroneous. 
A great deal of expenditure is also commonly incurred to 
induce buyers to purchase one brand of a commodity rather 
than another which possesses almost identical physical proper¬ 
ties. The sellers of the second brand also advertise to prevent 
the first advertiser from annexing their customers. In this 
way, by attack and counter-attack, it is possible for advertising 
expenditure on both sides to mount to a considerable proportion 
of the price of the article without either party being very much 
better off in the end. In this case the whole resources of labour, 
capital and materials used in advertising are wasted, in that 
the use of them adds nothing to the income of the community. 

Demand for Factors by a Monopoly 

Our conclusions about the nature of the demand curve for a 
factor of production, when the firms demanding it are selling 
in perfectly competitive markets, needs some modification 
when some of the users are selling their products in markets 
in which some degree of monopoly exists. In the c?^e of a 
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monopolistic producer, the range of outputs he is prepared to 
produce is limited to the region of the demand curve for his 
product in which demand is elastic, for it is in this region only 
that marginal revenue is positive. Since it is in the upper or 
left-hand end of the demand curve in general that demand is 
clastic, this may be taken to mean that the monopolist will not 
expand output beyond the point at which elasticity becomes 
equal to unity. He will therefore have no demand for factors 
of production in quantities greater than are required to make 
this output. 

Just as in the case of perfect competition, the quantity of 
factor employed will be such as to equalise the marginal cost of 
the factor and the value of the increment in output due to the 
addition of the last increment of factor. The marginal cost of 
the factor is the same as its price, for it is purchased in a com¬ 
petitive market. The value of the increment of product is, 
liowever, no longer equal to marginal physical product multi¬ 
plied by the price of the commodity. The firm is selling in a 
market which is in some degree monopolistic, and the demand 
curve for its product has therefore a downward slope. The 
value of the marginal product will therefore be obtained by multi¬ 
plying marginal physical product by marginal revenue. Marginal 
revenue is always less than price, so that when a firm enjoys 
some degree of monopoly its demand for factors, and hence its 
output, is always smaller than if it were selling at the same 
price in a competitive market. 

Appendix 

The study of the behaviour of an individual firm is based on 
the assumption that it attempts to make net receipts a maxi¬ 
mum. The firm’s policy is the same whether it is operating in 
a monopolistic market or in one where perfect competition 
exists. Price must therefore always be such that: 

A [.v./(;,) _ ^[x)] = 0 

where x is the quantity sold, f(x) is the price at which it can be 
sold, and <^{x) is the total cost of producing x units. 

That is: ^ x.f{x) — <}>{x) =0 . . (1) 

Marginal Revenue = Marginal Cost. 
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In the case of a firm operating under conditions of perfect 
competition, there are perfect substitutes for its product, so 
that e = CO and the demand curve for its product is a horizontal 
line p — c, where c is a constant. 

Substituting in (1): 


d I, . 


( 2 ) 


p = c = (l)\x) .... 

Price = Marginal Cost. 

Furthermore, it is necessary that total receipts shall equal total 
costs, so that all factors shall be paid their market prices. 
That is: xp = 

m 


or, p 


( 3 ) 


Price = Average Cost. 

The conditions of equilibrium for the firm in a perfectly com¬ 
petitive market arc therefore fully defined by (2) and (3). 

Joint Products 

Let /I, B, C, etc., be joint products of a firm. 

Fa{^)> ^c{^) ‘ • * fheir demand functions; 

Mx,y,z ... ); (l>B{x,y,z ...); <l>^[x,y,z . ..), etc., their cost 
functions. 

Then the quantities of each produced are determined by: 

d ^ I L 

Which for perfect competition reduces to 

?A = «tC. 

Simple Monopoly 

As in perfect competition, we have the condition tliat net 
receipts shall be a maximum: 

i *■/(») - «*) -« • • 

.-./(x) + x.f'ix) - P'{x) = 0 


••• P'{x)=f{x) + x.r{x)^p-^ 


(1) 
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wliere e i \ "" elasticity of demand. 

x.j \X) 

c<f>\x) 

-P- e- l 

e 

Price = Marginal Cost x 


Imperfect Competition 

In the case of imperfect competition, there is a downward 
sloping demand curve for the product of an individual firm, but 
because the factors of production used by one firm are identical 
with those used by any other and available in the market, the 
r(‘ward earned by units of factor cannot be greater than those 
same units might expect to earn elsewhere. If factors are being 
paid more than they could earn elsewhere, new firms will be set 
uj) and the demand for the products of all existing firms will 
decrease as customers transfer to the new-comer. Price must 
therefore be equal to average cost, so that total costs are equal 
to total receipts. 

We have, therefore: 

x.f(x) == (l,{x) ;oTp = 

X 


e — I 

a})plies as in simple monopoly. 

Price and quantity can therefore be determined by the 
solution of the two equations: 

p ■-/A'[x) . . . . (1) 

e — 1 

p .(2) 


Discriminating Monopoly 

When separate marginal cost curves can be attributed to 
each of a number of joint products sold under conditions 
involving some degree of monopoly, use can be made of the 
constructions either for simple monopoly or for monopolistic 
competition as may be appropriate in the circumstances. The 
same method is applicable, even when the so-called joint 
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products are physically the same goods, as with electricity 
supplied for different purposes, or train journeys taken at 
different times of the day, provided always that marginal costs 
are separable. If a uniform product is being sold at dis¬ 
criminating prices and no special costs attach to the sale in any 
sub-market, a slight modification of this meihod is needed. It 


Price Discrimination 



is then impossible to distinguish between the marginal cost of 
supply to one market or to another, but the marginal cost of 
the whole supply is ascertainable. 

Furthermore, discrimination is possible only when the 
demand curves of individual purchasers are not all identical. 
If each individual purchaser could be dealt with separately, 
each would be induced to extend his purchases until marginal 
revenue from them is equal to marginal cost of the whole out¬ 
put. Marginal revenue from the purchases of each buyer would 
thus be the same, being equal to marginal cost. If each pur- 
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chaser’s demand curve were the same, the price at which 
marginal revenue and marginal cost were equal would be the 
same for all, and the price which maximised net receipts for one 
would do so for all. If individual demand curves have different 
elasticities, the prices equating marginal cost and marginal 
revenue will differ. In general, individual treatment of con¬ 
sumers will not be possible, and an attempt will be made to 
group together individuals whose demand curves are believed 
to be similar. 

The following analysis provides a solution for the case of two 
sub-markets, but the method is immediately extensible to any 
number. 

A separate demand curve exists for each market, and each 
will have its marginal revenue curve. By taking the quantities 
sold in each market at successive values of marginal revenue 
and adding them, we obtain the marginal revenue for the total 
output of the concern. Total output will be in equilibrium 
when marginal revenue and marginal cost are equal. Thus, in 
Fig. 31 and are the demand curves and MR^ and 
are the marginal revenue curves for the markets A and B 
respectively, MR^ is obtained by adding the two sub-market 
marginal revenue curves together, and the total quantity to be 
jiroduced is determined by the intersection of this curve with 
the marginal cost curve. If a horizontal is drawn from E, the 
}:)oint of intersection of the total marginal revenue curve and 
the marginal cost curve, to cut the sub-market marginal revenue 
curves in F and G, perpendiculars from these points dropped 
to the .V axis and produced upwards to meet their respective 
demand curves will give the quantities sold in each of the sub- 
mark(‘ts and the prices at which they are sold, i.e. at and 
Xi^ at By the delinition of the total marginal revenue curve: 

= % 

In this case it is not neccss^iry that net receipts shall be a 
maximum in each of the separate markets in order that net 
receipts for the two markets combined shall be a maximum. 
But since the incremental cost due to any additional unit is the 
same, irrespective of the market in which it is sold, it is neces¬ 
sary that marginal receipts in each market shall be the same, 
for if they are not, sales will be increased exclusively in one 
market until the difference disappears. 
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A practice commonly included under the omnibus title of 
dumping can also be handled by means of this apparatus. 
Let us suppose that a cartel has a monopoly of a protected 
home market and is also selling in a competitive export market. 
The demand curve for its product in the home market DH 
(Fig. 32) will be downward sloping, while that in the export 


Dumping 



market will be horizontal. As before, we will suppose that 
no special costs attach to selling in either market, so that mar¬ 
ginal revenue must again be the same in either market. In the 
export market marginal revenue is equal to market price, so 
that marginal revenue in the home market must be equated to 
market price in the export market. Consequently, in Fig. 32 
tlie marginal cost of the quantity Ox is equal to the export 
price. This will therefore be the total quantity sold, and it 
will be divided between the two markets, 0% being sold at 
home and the rest exported, 0% being that quantity the 
marginal revenue from which in the home market is equal to 
the export price. 
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Chapter XI 

COST AND OUTPUT IN THE LONG RUN 


Our discussion of the relation between the size of the output 
of a firm and cost per unit has so far been conducted in terms 
of a scries of outputs which are alternatives open at a moment 
of time, or at least within a very short period of time. We 
liavc envisaged a firm as being designed to produce an output 
of a certain size, but since it cannot expect the demand for its 
products to remain completely stable, output might be expected 
to fluctuate on either side of the designed output. There would 
l)c an upper limit beyond which output could not be increased 
at all, and there would be a lower limit below which it would be 
more advantageous to close down rather than to produce any¬ 
thing. Between these limits there would be a scale of prices 
and outputs forming the supply schedule for this particular 
productive unit. 

Our hypothesis, that wc are dealing with a productive unit 
ca]xd)le of ju'oducing a limited range of outputs and able within 
this range to increase or decrease output at short notice, was 
based on the assumption that in the organisation of the firm 
there was at least one factor of production of which the firm 
was forced to use a fixed quantity, irrespective of the size of 
output being produced, A fixed factor of this sort must be 
such that the attempt to increase or decrease it involves 
redesigning the whole productive unit. It may be found in the 
idant employed, in a manufacturing process, the buildings 
occupied by a store, the acreage of a farm or in the individual 
or group of individuals managing the concern. 

fhe existence of this fixed factor of production enables us to 
use the Law of Diminishing Returns to derive our relationship 
between cost and output, and wc arrive at the idea of U-shaped 
average and marginal cost curves. The designed output to 
which we have already referred above will be that which gives 

152 
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minimum average total costs. The combination of factors 
giving this minimum average cost depends, not only on the 
physical Law of Diminishing Returns which accounts for tlic 
fact that there is a minimum at all, but also on the prices of 
the factors employed. The Least Cost Combination of factors, 
which is the combination giving minimum average cost, is 
arrived at through the process of balancing increases in factor 
cost against increases in physical output, and average cost is 
a minimum when three conditions are satisfied: 

(a) The average product per unit of expenditure on all 
factors is equal to the marginal physical return to 
expenditure ; or alternatively, marginal cost of output 
equals average cost of output. 

(d) Equal incremental expenditures on all variable factors 
produce the same incremental quantity of product; or 
alternatively, the ratios of the marginal physical products 
of the factors employed are equal to the ratios of their 
prices. 

(c) The marginal physical products of all variable factors are 
decreasing. 

There is therefore no advantage to be gained, either by 
varying the proportions in which factors are used, or by 
increasing the quantities of all variable factors proportionately. 
Vo do so will increase costs more than in proportion to output. 

Tlie set of proportions in which a given group of factors 
should be combined to give minimum average cost will vary 
with changes in the price of any factor, so that it would aj^pear 
that the designed output and that which will give minimum 
average cost may diverge due to such changes. In general, 
no particular difficulties arising from this cause need be appre¬ 
hended, because it is believed that average cost commonly 
varies but little over a wide range of output, so that the bottom 
of the U-shaped curve is flat. 

It is on the basis of such a picture of the cost-output relation¬ 
ship that we have so far built up our study of the determination 
of prices and outputs. The scheme of analysis we have built 
up is, strictly speaking, applicable to conditions where time can 
be ignored. The Law of Diminishing Returns, on which the 
whole structure of deduction is based, relates to sets of alterna¬ 
tives which are open at a moment of time. Such limits rigidly 
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interpreted would be too constricting, and we have allowed 
rearrangements of factors which would take time, so long as the 
general organisation of the productive unit remained the same, 
or, as we have put it earlier, we have permitted changes in out¬ 
put which might take time, so long as the scale of output 
remains the same. We must now examine the changes in the 
cost-output relationship, when the scale of output is permitted 
to change. 

Changes in Scale of Output Take Time 

If it were worth-while in economics to aspire to the exactness 
of the natural sciences, we should be obliged to talk of the 
relationship between cost and output in terms of three-dimen¬ 
sional diagrams, for we have in fact three variables—cost, 
output and time. The changes in organisation of factors which 
we now have in mind take time to accomplish. Such a change 
is that which takes place in the development of a mining 
concern, when a shallow shaft served by a simple steam winch 
or a sloping adit with pony-hauled trucks is replaced by 
(‘laborate power-driven winding gear, and the pick and shovel 
and man-handled tub below ground are replaced by machine 
(Utters and conveyors. Such a change occurred in textiles 
when hand looms were replaced by power-driven looms arranged 
in lines in larger buildings where they could be driven by belts 
from shafting turned by one large engine, or again when the 
shafting was removed and new looms installed capable of being 
driven at higher speed by separate electric motors supplied 
from a central power-house. Such changes as these take time 
to organise. They are introduced only if it is believed that 
the increase in demand is of sufficiently permanent character 
to justify the necessary investment. 

Changing Supply Conditions 

It is clear we could not represent such a growth in output by 
a continuous line supply curve, such as we described in Chapter 
\TI. The technical conditions underlying supply have com¬ 
pletely changed, and a new relationship between cost per unit 
and output has superseded the old one. At any given time 
the cost-output relationship can be represented by a U-shaped 
average cost curve, but at the end of a period during which 
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technical changes have taken place we shall be dealing with 
another average cost curve which will have a minimum point 
at a large output if scale of production is increasing, and at a 
smaller output if scale is decreasing. Thus, in Fig. 33, AC^ 



T 

Fig. 33. 


represents an average cost curve at time when quantity 
produced at minimum average cost Ci is Xi, and at time '1\ 
the average cost curve is AC 2 and is produced at minimum 
average cost of C 2 , which is smaller than Q. 

Varying Cost Conditions Defined 

In the case illustrated diagrammatically above we have 
assumed that the change in technique is such that minimum 
average cost has fallen as the scale of production has increased. 
It is quite possible that minimum average cost may increase, 
decrease or remain constant, and according to the condition 
which rules, we say that we are concerned with increasing, 
decreasing or constant cost conditions. It seems best to use 
the term cost conditions, rather than to talk of increasing, 
decreasing or constant cost; or of decreasing, increasing or 
constant returns, as once was customary. Older writers make 
no distinction in analysis between changes in cost per umt due 
to the varying proportions in which factors are used, scale 
remaining constant, and changes in cost per unit due to changes 
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in scale. Many adopted the unfortunate practice of talking 
about decreasing costs when referring to the downward sloping 
part of the average cost curve, and of increasing costs when 
talking of the rising portion. The terms increasing and de¬ 
creasing cost conditions indicate the essentially discontinuous 
character of the change in costs. 

Indivisibility of Factors 

Another important feature of the cost-output relationship is 
that it may lie possible to increase the quantity of one or more 
factors employed only by adding doses of some considerable 
size. Thus, suppose it were possible to obtain land for farm¬ 
ing only in blocks of 500 acres. There would be some size 
of output from a 500-acre farm which would give minimum 
average cost, and for larger outputs cost per unit would rise, 
l)ut for some range of output a one-block farm would still be 
the most economical production unit. As operations further 
expand('(l, an output would be reached which could be produced 
equally efficiently by a one-block farm or a two-block farm, 
but, for larger outputs still, a two-block farm would be the more 
economical method of production. This process is illustrated 
in Fig. 34a. Average cost will be at the same minimum level 
when factors are combined in the same set of proportions. The 
discontinuity in this case is due solely to the indivisibility of a 
factor of production. The same phenomenon might arise in a 
manufacturing process where “ lines ” of plant have to be used, 
that is, where a series of machines work on the output of a 
single machine. A single line of plant may be a perfectly 
efhcieiit productive unit, but no increase in capacity short of 
doubling by adding a second line can be made. 

If this indivisibility of factors could be removed, then it 
would be possible to increase the use of all factors by any 
amount, however small, and to maintain the most efficient 
('ombination of factors. So long as this set of proportions was 
maintained, average cost would remain constant. It is not, 
however, likely that cost could remain constant indefinitely, 
irrespective of size of output. Sooner or later the supply of 
some factor of production would become restricted, and would 
be available only in quantity insufficient to keep the proportion 
constant, or the price per unit of the factor would begin to rise, 
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or the quality of it to fall off. Any one of these would bring 
the state of constant cost to an end, and increasing cost would 
take its place. 

It might, however, be that as output is increased certain 
economies become possible. It might be that as output is 
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increased use can be made of by-products. Then, although 
quantities of factor used per unit of physical output and all 
factor prices remain the same, economic output is greater; 
for certain things, which were formerly valueless, now have a 
value. Some of the costs can now be attributed to the by¬ 
products which were formerly waste, and costs per unit of the 
main product are correspondingly reduced. 

It is to be noted that what may be a cheap method of 
producing a large output may be a dear method of producing 
3- small output. Thus, the average cost of producing certain 
outputs as shown by the curve CC in Fig. 34c is greater than 
the average cost of the same quantity according to either A A 
or BD, The reason for this is clear if we consider how expen- 
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sivc it would be to produce an output of 10 cars a week on a 
plant designed to produce 1,000. This feature is commonly 
found in cases of decreasing cost conditions. 

Increasing Cost Conditions 

We have already seen that a condition of increasing cost can 
arise when the supply of at least one factor is restricted, and an 
increased demand for it on the part of users as a whole will 
send up its price. An extreme example of increasing cost 
conditions is given by the case on which Ricardo founded his 
theory of rent. The quantity of agricultural land is taken as 
fixed and all of it is occupied. Then, if population grows, so 
tliat the demand for food-stuffs increases, more can be provided 
only by extracting more from the land already in cultivation. 
Competition for the use of land will drive up rents, and any net 
receipts accruing due to the rising prices of food-stuffs will be 
absorbed by the rise in the rent of land. 

If we look at the problem from the point of view of the 
individual farmer,^ we shall see that the price of food-stuffs will 
follow the marginal cost curve, and since there is competition 
no excess of receipts over costs can exist for long. Now, when 
wo were discussing competitive equilibrium of the firm in 
('haptcr IX, p. 120, we saw that if firms making a particular 
product found themselves in a position where receipts were 
more than sufficient to pay all factors of production their 
market prices, other firms would set up; the supply on the 
market would increase and price fall, until receipts of each firm 
just covered market-price payments to all factors once more. 
In the case under consideration, an increase in productive 
capacity is impossible, as there is no unoccupied land. Land 
is the scarcest factor, and competition for land will drive up its 
price until the higher level of receipts is just sufficient to pay 
factors their market prices. The net receipts will have been 
absorbed as a rise in rent. 

Price will therefore be equal to average cost as well as mar¬ 
ginal cost, which means that the average cost curve will rise up 
the marginal cost curve. Thus in Fig. 35, as, owing to increased 
demand, price rises from Pj to P 2 , the average cost curve rises 
from the position ACi to position 

^ Assuming that the number of farmers and the sizes of farms both remain 
constant. 
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Increasing cost conditions will also exist if, iii dead of a factor 
whose supply is fixed, we have one whose supply can be in¬ 
creased, given time, but at an increasing cost per unit. Then, 
as the demand for the com¬ 
modity increases and the ^ ^ Ricardian Increasing Cost 

demand for the factor in¬ 
creases, firms will have to 
pay a higher price for the 
factor, irrespective of the 
quantity of it they use. 

Therefore, as the demand 
for tliis factor increases, the 
marginal and average cost 
scales of all producers will 
be uniformly increased and 
the cost curves will rise 
parallel to the cost axis. 

Strictly, we should draw 
such a diagram in three dimensions, but we can manage with 
two, provided we put a time label on each pair of cost curves. 

Another case which might be included in the same category 
is that in which a natural resource is being exhausted, but 
where successively inferior or less accessible supplies arc being 
tapped. It is probably better to look at it from the point of 
view of a reduction in the technical efficiency of factors of 
production. As inferior resources are exploited, a new and 
lower diminishing returns curve must be used to describe the 
situation. Such circumstances are sometimes to be found in 
mining. When the more accessible seams have been worked 
out, the deeper ones may have to be opened, and this involves 
the greater cost of the deeper shaft and greater expense for 
haulage, ventilation and pumping of water. An explanation 
of the rent of land was once attempted on the basis of a similar 
but wholly inaccurate account of a process in which the most 
fertile land was cultivated first and the next grade next and so on. 

Decreasing Cost Conditions 

When dealing with the causes of decreasing cost conditions, 
it is necessary to distinguish between economies arising from a 
reorganisation of the factors of production inside a particular 


MC. 
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firm and economies which the firm enjoys although it is not 
responsible for initiating them. It was once customary to 
classify economics as internal or external, from the point of 
vi(‘w of the industry; but it is now clear that this distinction is 
of no analytical significance, particularly since most economists 
have abandoned tlic attempt to find a rigid definition of an 
industry. The distinction between economies which are inter¬ 
nal or external from the point of view of the firm is important, 
and it is with reference to the firm that these terms must be 
interj^reted in what follows. We will consider external econo¬ 
mies briefly before giving internal economies the somewhat 
more detailed treatment they demand. 

External Economies 

Idrst there are the increases in the technical efficiency of 
factors generally, due to the increased stock of knowledge and 
skill. Mucli of the progress of the past century and a half 
ctuitres on technical innovations which have enabled a higher 
percentage of the energy stored in fuels to be turned into useful 
work. As a result, costs have been reduced wherever motive 
power is used. Certain economies are dependent on the growth 
of tl\e industries to which they accrue. 

fhus, wlien the demand for a raw material on the part of an 
industry reaches sufficient proportions, it may pay the industry 
supplying it to adapt the material more closely to the particular 
purpose for which it is being used. For example, when the 
motor industry was smaller, it used mild-steel plates, such as 
were being ]:)roduccd for a variety of purposes, but when its 
demand increased, it became possible for the steel industry to 
produce a particularly line-grained plate on which the requisite 
surface could Ik? obtained with less enamel. 

Again, as an industry grows it may set up institutions which 
benefit all linns engaged in it. The establishment of an 
organised exchange, either for its product or for a raw material, 
may reduce the risks and interest cost of carrying stocks; 
research associations may be established to deal with the com¬ 
mon problems of all members; employers’ associations and 
trade journals disseminate information. 

Further, as the industry grows, a labour force, skilled in its 
processes, becomes attached to it. Young labour is brought 
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up in the atmosphere of the industry, and lechnical know¬ 
ledge is handed on from one generation to another more readily. 
The atmosphere of the industry may be such that it is highly 
undesirable socially that young people should be brought up 
in it, and the same factor tends to direct a steady stream of 
young labour towards an industry which is declining and can 
never give all of them regular employment, but at the moment 
we are concerned only with the fact that a certain element of 
economy in production is to be found in this circumstance. 
There is also the important feature that when a substantial pro¬ 
portion of a population is engaged in an industry, technical train¬ 
ing for that industry is likely to be subsidised from public funds. 

Such considerations play an important part in determining 
the historical trend of costs in an industry, but for reasons we 
will develop later, they do not lend themselves to precise 
analytical treatment. 

It is of course possible that there might be external dis¬ 
economies, though, in general, circumstances would approximate 
to the case of restricted availability of one or more factors 
with which we have already dealt. 

Internal Economies of Scale 

Just as it is possible to regard increasing cost conditions as 
being due to the greater relative scarcity of one factor of 
production, so those causes of decreasing cost conditions which 
are internal to the firm can be subsumed under the general 
heading of division of labour, and two types of division can be 
identified. In the type described by Adam Smith in his 
immortal account of a pin factory, progress takes the form of 
further and further subdivision of human tasks. The peak of 
achievement in this direction may have been reached in Ford's 
division of the process of making the T model into 7,882 tasks. 
The other type takes the form of a reallocation between 
different types of firms and different industries of the whole 
chain of processes which result in a given commodity. It 
has been described as the Integration of Processes. We will 
describe it as the modern type of division of labour, although 
it is probably as old as the other, because it has become so 
prominent a feature of industrial reorganisation in the past 
half-century. 

I.E.A.—6 
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Division of Labour as Subdivision of Tasks 

In contemporary mass-production methods, the task of an 
individual worker is reduced to a few simple operations, or even 
to a single operation, repeated in identical circumstances. 
I'his c(mtrasts with the work of the skilled craftsman, who has 
to ])erform a wide variety of operations. The materials the 
craftsman works on are not entirely uniform, as are those of 
the mass-production worker, and each operation may call for 
the 1 ‘xercise of skill and judgment. Consequently, the mass- 
production worker may reach maximum dexterity in a matter 
of we(‘ks, whil(i years must pass before the craftsman can be 
consi(UT(Ml fully skilh^d. In addition to facilitating the 
ae{[uisition of a higher degree of skill, this reduction in the 
iiumbt'r of tasks a worker has to perform eliminates the waste 
of time due to the warming-up period, which occurs each time 
a changt' of job takes place. It is, of course, possible for a task 
to !)(' mad(' so monotonous that a change of work for part of 
th(‘ day is advantageous both from the point of view of the 
worker and of the size of outjnit. 

.Again, division of labour enables use to be made of differences 
in individual ability by allowing workcTs to specialise in the 
t'u*ld where their skill can best be utilised. This is not the same 
thing as saying that each individual does that work at which 
his skill is gr(‘at<’st. I'lie editor of a newspaper might, at the 
same time, hr its best linotype operator, but it would be foolish 
to transfer him from tlie editorial room if he could make a 
largi'r contribution to the output of the concern there. Ford 
carried this aspect of the Detroit organisation so far that tasks 
Wi*re found which Idiiul workers could perform better than 
sighted, because the fatigue arising from working by touch was 
less tlian that of working by sight. 

riiere is generally considerable scope for these economies on 
the managerial side of a business. When one man is concerned 
with the technical problems of production, the supervision of 
labour, the selling of the product and financial control, it is im¬ 
probable that hewillhave the type of ability which is ideally suited 
to ewry one of these tasks, or that he will have time to give any 
one aspect the study it requires. Time and effort will be wasted 
in transferring attention from one type of problem to another. 



XI] COST AND OUTPUT IN THE LONG RUN 163 

Specialisation of workers can be accompanied by specialisa¬ 
tion of equipment. If a worker is to be employed continuously 
at a particular task, the equipment he uses can be designed to 
give the greatest efficiency in that task, irrespective of its 
adaptability for other tasks. If specifically designed equip¬ 
ment cannot be fully employed, it may be necessary to use tools 
which, although technically less efficient, are more adaptable, 
because of the capital costs of equipment which is used only 
intermittently. 

As the scale of operations grows, it also becomes profitable 
to specialise some labour on such tasks as research to improve 
methods of production or to devise new products; on training 
new labour instead of leaving new-comers to pick up their 
duties as best they can; on elaborate costing systems and 
financial control to secure the efficiency of the organisation of 
the factors employed. 

It is worth noting in passing that many of these technical 
innovations on the administrative side arc not a direct source 
of any superiority of the large-scale business over the small. 
They become necessary when, for some other reason, a business 
grows and creates administrative problems which do not exist 
in a small business. 

Division of Labour as Integration of Processes 

There is also a tendency to reverse the procedure of sub¬ 
dividing a process into many individual tasks and to have a 
number of operations performed simultaneously by a machine. 
We thus get division of labour between firms or industries 
instead of inside a firm. If the machine-tool industry produces 
a press which will make half a car body in one operation, some 
of the work of making cars is virtually transferred from the 
automobile industry to the machine-tool industry. 

This problem, although it cuts across the boundaries of 
individual firms, is essentially a problem of the firm in a way 
the problems classed earlier as external were not. The scope 
of the operations carried out by a firm must now be considered, 
and we shall observe that the range is sometimes increased and 
sometimes decreased. At the present time in retail distribu¬ 
tion there appears to be in progress a procedure termed “ cut¬ 
ting out the middle man.” It is often claimed that prices can be 
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lowered if the manufacturer sells direct to the retailer or to the 
public through his own shops, because intermediate profits 
arc eliminated." Now, no one is in the position of receiving a 

profit " witliout performing some service for it. It may be 
that some people are able to make charges for their services 
which others consider exorbitant, but the service is there just 
tlie same, and if that link in the distributive chain is to be 
eliminated, someone else must perform it instead. 

An example may help us; when much clothing was made at 
home or ])y small tailoring and dressmaking businesses, there 
was scopes for the merchant whose principal asset was his know- 
lc‘(lge of his customers’ requirements on the one hand and the 
])ro(lucts of manufacturers on the other. Now, when customers 
are being visited, the cost of selling a large quantity of goods 
is little different from the cost of selling a small quantity. 
1'hus, if a merchant sold small quantities of the goods of a 
number of manufacturers to a shopkeeper, he might be able to 
do so for a total cost no greater than any one of the manu- 
factunu's would have incurred in selling his quota. Then the 
low(‘r income strata of the community, who had not bothered 
about fashions, began to demand cheap fashionable clothing of 
a tyjx' suriiciently standardised to be made on mass-production 
liiu's. T'he number of buyers of piece goods was reduced; the 
large-scale makers-up of clothing could buy in quantities large 
enough to enter into contracts with manufacturers; they 
employed skilletl buyers who did not require the technical 
assistance the merchant very often supplied to his customers. 
Thus, the merchant in piece goods is being driven out of 
business, although he still manages to survive in certain 
branches of the textile trade, where the special services he can 
reiuU'r are re(|uired. Ivlsewhere a body of more narrowly 
sjH'cialised sellers attached to manufacturing firms is doing his 
work. 

Again, in the irtui and steel industry, formerly the coke 
might be made by one undertaking, the iron smelted by 
another, and the iron remeUed and turned into steel by another. 
By the devehqunent of “ Warmewirtschaft ’’ during this 
century, the processes are carried out by the same firm. The 
gas from the coke-ovens can be used to raise power and to heat 
lurnaces, the spent gases from the blast furnaces can be 
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similarly utilised, while the iron is converted v Ao steel without 
being permitted to solidify, and the steel may be rolled before 
cooling in mills driven by power raised by gas from the coke- 
ovens. The process may be taken one step forward by siting 
the works alongside the automobile works or the shipyard 
which is to use the steel, or backward by siting it at the pithead. 
Clearly such integrations are not likely to be made where there 
are risks of a stoppage of one link bringing the whole structure 
to a standstill. Thus, a steel-works-automobile-plant integra¬ 
tion is likely to be more successful than a steel-works-shipyard- 
merger, because the demand for cars is much steadier than that 
for new ships. The steps which have led to this change in 
structure have been much more complex than in the case of tlic 
textile industry: technical innovations in blast-furnace practice 
and in steel metallurgy have combined with changes in the 
nature of demand to modify the organisation of iron and steel 
firms. 

Whatever the technical economies of heat-saving methods 
may be, they cannot be reaped unless a plant can be set to 
work to meet a large demand for a narrow range of products. 
If a variety of types of steel is required, it pays to have smaller 
furnaces. The heat-saving process is designed for continuous 
working, and a change in the type of section to be rolled means 
a stoppage of the rolling mill while the rolls are being changed. 
This means that the whole plant has to slow down to prevent 
unusable stocks of ingot accumulating while the mills cannot 
take them. The extent to which it pays to introduce contin¬ 
uous working, therefore, depends on the volume and regularity 
of a demand. 

Each storey in an integrated structure becomes specialised to 
meet the requirements of the one above it instead of having 
to diversify itself to meet the requirements of a number of 
customers, and this comes about, not because tliere are any 
intermediate profits to be eliminated, but because changes in 
demand or in technique have made a new combination of 
factors of production more efficient than the old. 

The process is not always one of integration, however. It 
may equally well be one of disintegration. It may be that 
some technical innovation requires a larger unit of equipment 
than any one firm can keep in continuous employment. If, in 
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addition, its capital cost is very high, the particular process 
will tend to split away from the firms of which it was a 
jjart, and specialised firms, performing it alone, will be set up. 
'I'his has happened in the textile finishing trades, and in 
the supi)ly of certain accessories and parts in the automobile 
industry. 

It should be mentioned that a tliird type of division of labour, 
division on a geographical basis, is commonly recognised. A 
study of this type resolves itself into an examination of the 
consccjuences of the fact that certain factors of production are 
to be found only in certain places and that labour is not per¬ 
fectly mobile geographically. Attention has been concen¬ 
trated on international division of labour, and in consequence 
special prominence is given to the problems arising from 
the existence of national currency systems. This type does 
not give rise to any special problems affecting the present 
argument. 

Limitation of Division of Labour 

riune is not unlimited scope for division of labour, and it is 
just as true as in Smith’s day that it is limited by the width of 
th(‘ market. If a process is broken up into 200 continuous 
ojKM'ations, at least 200 workers must be employed, and 
tlu'y will by hypothesis produce a greater output per head 
than if i‘in])l()yc‘d in any process which is less divided. There 
is tlu' ci'rtaintyof reducing costs if a process divided into 1«50 
opiuations is further divided into 200 operations, but con¬ 
ditions of deuiand deterniine whether it is possible to sell 
tlu' increased output at the lower reserve price. If the re¬ 
duction in jM'icc, necessary to make demand extend sufiiciently 
to abs(U'l) the increased output, is greater than the reduction 
in C(\st which the ('conomies bring, then this measure of division, 
though technically possible, is economically impossible, and it 
doi‘s not take place. 

Limitation of the extent of division of labour by the con¬ 
ditions t)f demand is likely to be particularly important under 
conditions of imperfect competition, and such conditions 
probably apply to a very large field of goods, perhaps to all 
consumption goods and to some producers’ goods as well. 
Furthermore, mass-production methods produce a standardised 
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product; if variety is required, a lesser deg:je of division of 
labour is generally found to be cheaper. Thus, not only will 
the ABC Motor Company have its field of potential customers 
limited to those car buyers who prefer its product to the very 
similar cars sold at very similar prices by rival manufacturers, 
but also it finds it can sell more cars if it makes a number of 
slightly different models than if it offers one only, and it must 
select its production methods accordingly. In this connection 
it is worth recalling that the T-model Ford car represented a 
degree of standardisation which not even the firm that intro¬ 
duced it has cared to repeat. 

Amalgamation and Rationalisation 

Because of the limit set on the growth of a firm by its down¬ 
ward sloping demand curve, attempts have frequently been 
made to find a way to escape it by amalgamating two or more 
firms selling products which are close rivals. In this process 
of horizontal integration, as it is termed, it may be possible to 
reduce the number of variant brands produced, and thus to 
increase the scale of production of those which arc retained. 
This is possible, but on appealing to experience one is forcibly 
struck by the numerous instances, ranging from soap to 
motor-cars, where it has not proved practicable to eliminate 
brands. 

In recent years it has frequently been urged that tlie 
Government should coerce producers in certain industries to 
integrate. The motives for advocating this policy of so-called 
rationalisation have varied, but whatever the purpose it is 
sought to achieve, the argument always begins with the 
assumption that horizontal integrations will eliminate the 
wastes of competition '' and enable costs to be reduced. There 
is of course the immediate question why, if economies of 
amalgamation exist, the members of the industry need coercing 
into amalgamation? It has been customary to explain this 
in terms of the narrow-minded individualism of the British 
businessman who is supposed to prefer to be sole master of a 
small business struggling to remain solvent to being an official 
receiving orders in a larger, prosperous concern. 

This reply still begs the question of the prosperity of the 
rationalised concern. It is possible that each producer is 
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working under conditions of decreasing marginal cost, but mar¬ 
ginal revenue is falling more rapidly than marginal cost and so 
lie cannot expand output. If a number of firms were amalga¬ 
mated and the marginal cost curve for the amalgamation was 
the same as that of any one of them, it is possible that the 
resultant shifting of the marginal revenue curve to the right 
would enable a larger total output to be produced and sold at 
a lower price. Such a situation is theoretically possible, but it 
is doubtful if a point of equilibrium, where marginal cost is 
falling, is very probable, for it is generally believed that mar¬ 
ginal cost curves arc shaped like a flat-bottomed U with almost 
vertical sides. To say that a particular condition of costs can 
exist is a different matter from saying it does exist, and even 
where it docs exist there is no guarantee it will lead to a reduc¬ 
tion in price. 

The matter can be settled only by an appeal to facts, and a 
study of the history of the trust movement does not support 
the claim. Writers on trust problems appear unanimous in the 
belief that these combinations have not produced the economies 
which their promoters said they would achieve, and that such 
prophecies were often made with intent to distract attention 
from the monopolistic situation which was being created. The 
general conclusion of a study of American trusts is that com¬ 
binations do not bring economies which an individual firm 
cannot achieve through its own growth. The success of com¬ 
binations appears to be closely related to their ability to create 
a monopolistic situation which can be exploited. 

The Nature of Long-run Cost Movements Reconsidered 

It became clear at an early stage in this discussion that we 
cannot treat the long-run relation between cost and output for 
a iirm in the same way that we can deal with the short-run 
relationship. The short-run relationship can be represented by 
a single curve, but in the long run we are dealing with changes 
in the shajx' and position of the short-run curve. So, although 
a curve purporting to show the relationship between cost and 
output in the long run is to be found in older textbooks under 
the label of Long-run Cost Curve, it is not legitimate so to 
describe it. Such a curve can be nothing more than an 
historial curve: a record of what actually happened over a 
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period of time, which gives no clue as to what might have 
happened had circumstances been a little different. 

If we are to use a supply curve in conjunction with a demand 
curve, which is the only reason for constructing it, then it too 
must represent a series of alternatives, and this a long-run 
curve can never do. If, as a result of increasing output, some 
technical discovery is made or some marketing institution set 
up, the resultant economies continue to be enjoyed, even though 
output may fall below the level at which the economy came 
into existence. So the long-rim cost curve is not reversible. 
A step in output may involve different cost changes according 
to the direction in which it is taken. 

Further, when the long run is considered, the relation between 
cost and output is not unique. Not merely is the size of the 
output change relevant to the change in costs, but so also is the 
length of the time period in which the change is to take place. 
A change in output will not be met in the same way if it takes 
place over six months as if it took place over six years. Not 
only does the longer time period give more opportunity for 
innovation, but the methods used to increase output rapidly 
may raise costs permanently for the future. This is the case 
particularly where natural resources are permanently impaired; 
in mining, where hasty development methods, which con¬ 
centrate on the richest seams, may make other mineral more 
expensive or even impossible to extract; in agriculture where 

soil-mining ” may destroy natural fertility and lead to 
erosion and desiccation. The same principle applies to a rapid 
expansion of manufacturing output leading to faulty con¬ 
struction and layout which permanently raises the level of 
costs. 

Such considerations make it impossible to draw a long-run 
cost curve, and all that has been said in this chapter on the 
long-run influences affecting costs must be taken to relate to 
shifts in the position of the short-run cost curve and to changes 
in its shape. 

Income and Cost Changes 

Instead of conducting this discussion in terms of costs, we 
might have done so in terms of the inverse concept, produc¬ 
tivity. Our reason for doing so is really a practical one: we 

I.E.A.—6* 
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need this data of price-cost-output relationships for our study 
of price movements, but when we enquire into the effect of 
technical changes on the income of the community, we find the 
])rodiictivity aspect more useful. The effect of technical 
changes is to modify the shape and position of the productivity 
curves, which rej)resent the laws of returns for the particular 
pairs of factors and products to which they relate. 

If a technical change is such that we should term it an 
economy, the law of return for a factor and product to which 
it is applicable will be modified, so that the maximum level of 
()ut])ut ixT unit of factor is greater with the new technique than 
without it. It is not necessary that output per unit of factor 
shall be greater for all quantities of factor; the new technique 
will be judged by comparing results when it is working at its 
most eflicient level with other methods working at their most 
efficient levels. 

Neither is it necessary that maximum output per unit shall 
rec[uire a larger quantity of the variable factor than the older 
method, 'file effect of the principle of division of labour tends 
to make cases of economies of large scale more common than 
cases of ('conomies of small scale, but the latter are by no means 
non-existent. 'I'cchnical changes may also bring dis-economies 
and output per unit of factor employed may decrease. 

The (‘fleet then of technical changes of all sorts will be to 
modify the possibilities of obtaining output or income from a 
given expenditure of resources. If, as is the more common 
case, we are dealing with economies, the technical changes 
make it possible for the community to enjoy more goods and 
services for a given expenditure of human effort. The marginal 
productivity of human labour is raised. It does not necessarily 
follow that the income of the community will in fact increase. 
The technical change makes such an increase possible if the 
community wishes to have it. The question of the choice 
which is made must be left for later discussion. 

But although income of the community as a whole will 
increase unless the members of the community prefer more 
leisure to an increase in income, it is quite possible that some 
members of the community may have a decrease in income 
forced upon them. Although the general effect of the technical 
change may be to increase the marginal productivity of human 
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labour as a whole, the demand for labour after it has taken 
place may be for a new kind of labour. The marginal produc¬ 
tivity of the labour formerly employed may be reduced, it may 
indeed fall to zero, so that this body of labour suffers a reduction 
in income. 
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Clark, J. M. : Economics of Overhead Costs. 
Marshall, A.: Principles of Economics, Book 5, 

More Advanced Reading 
Lewis, W. A.: Overhead Costs. 



Chapter XII 

LAND AND RENT 


In most countries of the world land is privately owned, and 
can be bouf^ht and sold or inherited in the same way as other 
forms of prope rty. Tliis has not always been so, and the time 
when sonKj form of communal ownership existed is still suffi¬ 
ciently recent to cause the justification of the change to private 
owne.rsliip to be called in question. In England, where the 
]U'actice of letting land for rent was established earlier than in 
most luiropean countries, interest in the social problems arising 
from tlie system of land tenure led economists to devote a very 
consid('rable amount of attention to the theoretical aspects of 
rent. Possibly it was preoccupation with the social problems 
of land tenure whicli made them consider that the peiyment for 
land recpiirc'd a different explanation from that of the payment 
for any other good or service. 

Land was said to l)e peculiar in two respects: first, that the 
total supply of it was fixed, and second, that it was not of 
uniform cpiality. Ouite apart from the first aspect of land 
recpiiring any special treatment, it means from our point of 
view that we net'd not go beyond the analysis of the allocation 
of a fixed quantity of factor among its various uses in the case 
of land, while we have to take a further step and investigate 
the causes of changes in the total supply in the case of the other 
factors. I'urthermore, land is not peculiar in this respect, for 
if we are considering changes in output of commodities over 
])eriods of time sulticiently short, we shall find that the supply 
of all factors is lixed. 

It is ecpially true of labour as of land that every unit is not 
a perfect substitute for every other unit. The logical way 
to deal with this is to group units of land into sub-factor 
groups, such that each contains units which are of uniform 
quality. 
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Classical Theory of Rent 

Rent was defined as the payment for the original unimproved 
qualities of land. It would thus include natural soil fertility, 
mineral deposits, climatic conditions, its position and what 
the geographers would term its physical features. Any 
improvements to the land were termed capital, and remunera¬ 
tion for them was interest. 

In the original form in which Ricardo stated it, the logic of 
the classical theory of rent was unassailable, though one might 
be permitted to doubt its usefulness. Ricardo considered land 
as agricultural land of uniform quality, and he combined all 
agricultural produce into the one category, '' corn.'' Then he 
stated that rent was a surplus left over after all the other 
factors had been paid their market prices. If we examine this 
proposition with the help of marginal productivity analysis, we 
arrive at the same result. Each factor, other than land, will be 
paid the value of its marginal product, wliich will be equal to 
the value of its marginal product in other occupations. The 
supply of land cannot be varied, hence it is impossible to talk 
about its marginal product. If the supply of land can be neither 
increased nor decreased, we cannot attribute any increment of 
product to increases or decreases in its quantity. In mathe¬ 
matical language, it is impossible to differentiate with respect to 
a constant. Consequently, the rent of land is determined by the 
price of corn; it is what is left over out of total receipts after all 
other factors have been paid at the rate of the value of their 
marginal products. Within the assumptions of the argument, it 
is correct to say that rent does not enter into, i.e. does not 
determine, price. 

When we come to consider the various uses for land, the 
situation is changed. Marshall discusses the effect on the price 
of oats of an increase in the demand for land for other uses. 
The rise in the rental value of land will make it worth-while to 
force larger crops out of the remaining wheat-land by the use 
of larger quantities of other factors. The marginal expenses " 
of oats, and hence their price, will therefore rise. This is a state¬ 
ment with which we should agree, until we discover that'' mar¬ 
ginal expenses " does not mean the same thing as marginal cost. 
Reading marginal cost into the statement, we are prepared to 
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accept it, and we recognise that marginal cost will include 
payments to land, for, by the conditions of the problem, land 
is one of the variable factors. Where our marginal cost is con¬ 
cerned simply with changes in total costs, Marshall's “ marginal 
expenses " was related to changes in the total of payments for 
all efforts and sacrifices the productive process entailed, thus 
excluding payments for land. His analysis was based on the 
subjective view of real costs which we have already rejected,* 
but once payments for the use of land are regarded as being 
id(‘ntical in character with payments to any other factor of 
production, the Marshallian method becomes identical with the 
one we have used. 

Rent and Marginal Productivity of Land 

riie problem of rent thus comes to resemble the problem of 
wages. Land, like labour, is a heterogeneous factor, and the 
alternative uses open to a given acre of land are not the same 
as those for an acre somewhere else, just as the fields of occu¬ 
pation open to two men maybe different. There is one difference 
which has important social implications, although it is of no 
particular significance analytically: an agricultural labourer 
is unlikely to become a barrister without some considerable 
(dfort on his own part, but a wheat-field may become an 
(digible building site without any effort on the part of its 
«)wner. 

The nait offeri'd for a piece of land will be the value of its 
marginal product in the use to which the would-be tenant 
wishes to put it. Bids based on marginal productivities of 
wirious amounts of land will make up the demand schedule for 
land of a certain typo. In general, we may suppose that the 
higher the bids for leases, the less land will be kept for the 
personal enjoyment of the owners. The private park may 
remain inviolate for some time as the growth of a town gradu¬ 
ally engulfs it, but as population in the surrounding district 
grows more dense, its potential marginal product in other uses 
increases, its desirability as a private pleasaunce declines, and 
it becomes a housing or trading estate. The inelasticity of 
demand of landowners for land for their own enjoyment is 
responsible for the preservation of many open spaces in large 

* See Chapter VIII, appendix. 
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towns. By the time the demand of the landlord had become 
more elastic, a public demand for parks had grown up to take 
its place. 

The encroachment of a town into what was formerly a rural 
area changes the demands for land both through the growth of 
land for building purposes and through an increase in the 
demand for agricultural products. The demand for milk and 
fresh vegetables in the town makes these products more profit¬ 
able than cereal crops, and rents rise in consequence as land is 
turned over to market gardens and dairy farms—forms of 
enterprise in which it is advantageous to be sited close to the 
consumer. But how, then, is one to account for the fact that 
in such areas it is possible to rent land more cheaply for agri¬ 
cultural purposes than for building sites? Land for agri¬ 
cultural purposes is normally let for short periods of time, while 
in the case of building sites a ninety-nine-year lease is common. 
In that time the value of the land may have risen considerably, 
and the owner will demand some compensation for losing con¬ 
trol of his property for a long period of time. The price at 
which he sells or lets on long lease will discount the possibilities 
of future rises in value as they appear at the time of sale. Mis¬ 
takes will be made of course; the future value may be over- or 
under-estimated. There are, on the coasts of this island, a 
number of villages which enthusiastic speculators in real estate 
once believed would become popular holiday resorts. On the 
other hand, the ** unearned increment in land values due to 
urban development has swollen costs of public acquisition of 
land to such a degree that legislation has recently been enacted 
to secure public ownership of any future increment which 
accrues when land is utilised for a new purpose. 


The Differential Aspect of Rent 

An alternative explanation of rent begins with the idea that 
there is land whose natural qualities are so poor as not to be 
worth paying for. Such marginal land, as it is termed, would 
be worth cultivating only if the use of its natural qualities could 
be obtained for nothing. This does not mean, of course, that 
no payment is actually made for the use of this land. The land 
is “ rentless in the strict classical meaning of the term rent— 
the payment for the original qualities of land. Capital may 
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have been invested in it by the landlord and an interest pay¬ 
ment on this will be demanded. Land of slightly better quality 
than this land on the rentless margin will command a slightly 
higher payment, the difference being equal to the difference in 
the value of the product which a given amount of labour and 
capital could produce on this land and what it could produce 
on the poorer land. So we proceed, considering land of suc¬ 
cessively superior qualities. For each, tenants will be willing 
to offer a “ rent ” equal to the difference between what their 
resources of labour and capital can produce on it and on land 
on the rentlcss margin. 

This explanation of rent is not strictly accurate, but even if 
it were, it would be open to the objection that it introduces 
a second meaning of the word “ marginal,'' and it is highly 
desirable tliat scientific terms should have unique meanings. 
Hitherto it has always indicated a rate of change in a quantity 
with respect to another quantity, but here it indicates members 
of a series of units of factor arranged in descending order of 
quality which are only worth using if they can be had for 
nothing. We could overcome this objection by inventing 
another term, but there is no purpose in multiplying hypotheses 
in this fashion, when the same result can be obtained more 
simply by a more general hypothesis. 

The so-called “ differential aspect of rent " is merely a 
clumsy way of explaining differences in the marginal produc¬ 
tivities of different kinds of land. If we arrange units of land 
into groups in which one unit is so like any other unit that a 
would-be tenant is indifferent as to which parcel he takes from 
any one group, then rent will in each case be equal to the value 
of the marginal product. This result has a superficial resem¬ 
blance to tliat obtained by the differential method, but it is not 
tlie same. Kent, as a differential payment, was equal to the 
difference in the products obtained by the same amounts of 
labour and ca})ital on the land in question and on marginal 
land, rhe quantity of labour and capital per acre will not be 
the same in the two cases. On more fertile land, the marginal 
productivity of a given quantity of capital or labour will be 
greater, so that more of it will be used per acre than where 
fertility is less, since the marginal productivities of units of a 
factor must be the same in alternative occupations. 
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We may therefore conclude that there i, notliing in the 
nature of the payment for the use of land which necessitates 
special analytical treatment. Neither is the distinction be¬ 
tween economic rent/' or the payment for the original 
unimproved qualities of land, and the actual payment made 
by the tenant, necessary. The distinction is likely to cause 
confusion when it is found that original and unimproved 
qualities can in fact change; that the position value of a site 
improves as a growing town approaches it. The actual pay¬ 
ment made for a piece of land normally includes some interest 
on capital, which has been invested either in improvements to 
the land, or in buildings erected upon it. As will be seen from 
the subsequent argument, there is in the general case no need 
to distinguish between the two. 


Rent as the Payment to a Factor in Fixed Supply 

We have already seen that if we think of the whole supply of 
land being used for one purpose, the fact that the supply is 
fixed renders marginal productivity analysis inapplicable to the 
question of its remuneration. The same is true of any factor 
of production if the supply of it in a particular occupation is 
fixed. 

Suppose that an hotel is built in a situation which the pro¬ 
moters of the scheme believe will be popular with holiday¬ 
makers. When the hotel is opened, it does not prove as 
popular as the promoters expected. If the hotel is to remain 
open, the labour employed will have to be paid as much as it 
could expect to earn elsewhere, and the quantity employed will 
be adjusted so that the value of the marginal product of labour 
is equal to the wage paid. Market prices will have to be paid 
for all materials purchased; indeed, all factors which will not 
work unless they get their market rate will get this rate if the 
hotel is to be kept open. But, since the promoters have over¬ 
estimated the demand for accommodation, it is improbable 
that the balance left over out of total receipts, when all these 
payments have been met, will be sufficient to pay a reward to 
capital equal to that which it might have received had it been 
invested elsewhere. They will not, in consequence, abandon 
their property. So long as it yields them any net receipts over 
and above the expenses which must be incurred to keep the 
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place open, they will keep it open on the principle that some 
return is better than none. The reward received by the owners 
of the capital can only be determined as a surplus left over from 
total receipts after other factors have been rewarded at marginal 
productivity rates, and it is customary to call it a rent, although 
liere it happens to be paid to the owners of capital. 

On the other hand, if the promoters had under-estimated the 
demand, they might be able to charge higher prices than they 
had anticipated, and total receipts might be so large that when 
all other factors had been paid their market rates, the surplus 
was more than enough to pay a normal rate of return on the 
capital invested. The higher rate of reward would not immedi¬ 
ately attract other promoters to build rival hotels and thus to 
increase the supply of accommodation. For some period of time 
it would be possible to regard the quantity of capital invested 
in hot(*l property in that place as fixed, and, so long as this 
condition held, tlic payments to the investors who had supplied 
the capital would be classified as a rent. 

Units of any factor of production may find themselves in 
a similar position. Workers of a particular type may take 
several years to train. If the demand for their services in¬ 
creases, it will not immediately be possible to increase the 
snpj)ly. Then, if the supply of all other factors to this line of 
ju'odiiction is perfectly elastic, labour will appropriate the 
dilU’rence betwenui the total payments to factors at marginal 
])roductivity rates and total receipts. From their nature, land 
and capital are more likely than labour to enjoy such casual 
surpluses and at the same time to suffer casual deficiencies of 
remuneration. In cases where the demand for a commodity, 
the siq^idy of which is very inelastic, changes suddenly, the 
payments to all factors concerned will be in the nature of rents. 

Quasi Rent 

Marshall recognised the similarity between such cases and 
that of the rent of land, and termed the reward of a factor in 
these conditions a “ quasi rent.*' He saw that when a pro- 
tlucers’ good is once in existence, it has to work for what it can 
get; its use cannot be withheld, as can free or fioating capital, 
t he return to an old investment of capital is therefore “ more 
properly treated as a sort of rent-a quasi rent.’* 
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The reader may well be excused if by thi< time the various 
usages of the word rent have become somewhat confused, and 
a brief summary may be useful. 


Summary 

First of all there is in modem economics no .special theory of 
the rent of land, for we no longer believe that land “ has 
peculiarities of its own which are of vital importance from tlie 
point of view of theory as well as of practice.” The rent of 
land is explained by means of marginal productivity analysis, 
in just the same way that the reward of any other factor is 
determined. 

Economic rent, net rent, pure rent arc names for a part of the 
actual pa3mient made to land, viz. that portion of the actual 
rent which is a payment for the natural unimproved qualities 
of the soil. We deny the significance of tliis dichotomy, and 
reject the special theories which explain the phenomenon of 
net rent. 

Finally, we have the various species of quasi rents, the 
hyphenated rents we may somewhat irreverently term them. 
We shall find scattered through economic writing such examples 
as scarcity-rent, entrepreneurs-rent, monopoly-rent and the 
like. They may be interpreted as signifying the earnings of 
units of some factor of production whose rate of remuneration 
cannot be determined on marginal productivity lines, because 
the quantity of factor employed there is fixed by the conditions 
of the problem. 


Further Reading 

Beniiam, F. C.; Economics, Chap. 18. 

Fetter, F. A.: Principles of Economics, Part 2. 

Marshall, A.: Principles of Economics, Book 0, Chap. 9. 
Taussig, F. W.: Principles of Economics, Vol. 2, Cliaps. 42-44. 

More Advanced Reading 
Robinson, J. : Imperfect Competition, Chap. 8. 



Chapter XIII 

THE SUPPLY OF LABOUR 


The idea of discussing the market supply and price of human 
labour in the same manner as for commodities has appeared 
revolting to many writers on social problems, but if our approach 
to these j)roblems is to be realistic, we must appreciate the 
necessity of some method of valuation for human services in 
any form of social organisation. Prices for labour of different 
kinds and qualities are essential to successful economic account¬ 
ing, and it would be advisable to attempt to compute them 
even in a society which distributed income on a perfectly 
eqiialitarian basis. 

If Jones’s labour is worth only 25s. a week, it is important, 
both to a capitalist einidoyer and to a communist planning 
commission, that the fact should be known, otherwise people 
who are capable of making a bigger contribution to the com¬ 
munal income may be retained in places wliere they are making 
a smaller one, and the income of the community is less than 
it might be. Also if Jones is not capable of producing a more 
valuable output, the fact should be known so that the reasons 
for it may be discovered. But the fact that Jones’s labour is 
worth only 25.s\ a week does not involve the implication that 
it is socially desirable that lie should have to keep his family 
on that income. That is a question for the social conscience 
of the community. It is true that interested parties have been 
in the habit of ascribing Jones’s position to the working of an 
inexorable economic law, which makes it inevitable that some¬ 
body shall be in that case, and that misconceptions about 
economic tlieory have led many to believe such a palpable 
falsehood. Such a state of affairs makes a candid objective 
e.xamination of the problem of wage determination the more 
essential. 
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Definitions 

First it is desirable that terms which are used vaguely in 
common speech be more precisely defined. The term labour 
will be taken to include all forms of human service for which a 
payment is made, whether directly in the form of a wage, or in 
the form of an item in the computed cost of some article which 
is sold. So whether an individual buys leather and makes 
boots for sale, or whether he works for a wage on material 
belonging to another, there will be a payment to each in respect 
of the labour which has gone to make the pair of boots, and 
this we shall call a wage. The first individual may also draw 
wages in other respects; for instance, in his capacity as manager 
of the shop in which the boots are sold. 

We shall not include as labour those services which each of 
us provides to himself as a consumer. No useful purpose is 
served in computing the wage I earn by shaving myself daily. 
Neither is the work done by women in their own homes in¬ 
cluded in the category of labour; not because it is not an 
important contribution to the real income of the community, 
but because the task of computation is a difficult one, and if 
the value were computed, it would not enter into our economic 
calculations, 'fhe result of our calculations is affected in¬ 
directly when a serious diminution of these services takes pkice, 
as when married women take up paid work in large numbers; 
but the effect on the real income of the nation cannot be 
computed in money terms. 

All payments for services we shall call wages, even when 
the recipient prefers to call it a salary. As we have seen, a 
proportion of the income of an individual who conducts a 
business he owns will be included under the term wages. 
Wages are paid for services rendered to oneself if those services 
affect a business account, but not if they merely affect the 
private account of the performer. 

At times it will be necessary to distinguish between money 
wages and real wages] the latter denotes the former turned 
into goods and services and serves as a measurement of wages, 
which is independent of changes in the purchasing power of 
money. 

A wage-rate is the money payment per unit of time as laid 
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down in the wage contract, and the unit may be an hour, a 
day, a week, a month or a year; or payment may be per unit 
of output. In the first case it is called a time-rate and in the 
latter a piece-rate. Sometimes a wage contract may involve a 
mixture of the two. There may be a piece-rate with a provision 
for a minimum payment per shift or per week. 

Finally, we have wage earnings, or the total payments in 
money or in kind in respect of labour services over a period of 
time, usually a year. It is necessary to point out that earnings 
may differ from the sum given by the wage-rate multiplied by 
the period of time, owing to the occurrence of unemployment, 
short time, sickness or other causes of stoppage. Also there 
may be deductions from wages, as so computed, for materials 
consumed, as when miners were charged for blasting powder. 

The Supply of Labour 

d'he juoblem of the supply of labour, like that of land, 
involves the same two questions of total supply and distribu¬ 
tion betwi'cn the various uses. One aspect of the supply of 
lal)our is peculiar to that factor alone: the supply is not merely 
a (piestion of the number of workers, but also of the amount of 
work each of them is able and willing to do. We will consider 
each of these aspects in turn. 

The Total Number of Workers 

riie problem of the size of the labour force of a community 
involves first of all the relation between the size of the popula¬ 
tion and the wage level. The relationship may be dual in 
character, that is, the size of the population may affect the 
average level of income, and the average level of income may 
affect the growth of the population. The discussion of these 
two problems constitutes what is generally known as the theory 
of population. 

The Optimum Theory of Population 

The optimum theory of population which examines the effects 
of size of population on income per head is a simple application 
of the Law of Diminishing Returns. It states that, given the 
natural and acquired resources of an environment, given the 
store of knowledge, skill and technique, there is one size of 
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population which will produce a larger output per head than 
any larger or smaller number. It is clearly a theory of the size 
of the working population, for it is the working population and 
not the total population which is relevant to the size of output. 
As the number of workers increases, all the advantages of 
division of labour are rendered possible by the expanding 
market and the expanding labour supply jointly. After a time 
these advantages are counteracted by the effect of the diminish¬ 
ing quantity of capital goods and other resources per worker, 
for it is a condition of the problem that all productive re¬ 
sources apart from the supply of labour remain constant. 

The concept of an optimum population was considered by 
Caiman to offer a criterion for judging the state of a given 
population. If a country was over-populated, a fall in its 
population would lead to an increase in income per head. If it 
were under-populated, an increase in population would lead to 
a rise in income per head. In fact, the theory has proved 
useless for this purpose. Other things do not remain constant, 
and it is possible that population has to grow before a new 
technique can be adopted. Also the immediate result of a 
decrease in population would probably be a decrease in total 
output. This might come about even if the decrease were due 
to the emigration of unemployed. They were consumers, and 
provision for their consumption provided somebody with an 
occupation. Thus the departure of a large body of un¬ 
employed persons might well cause others to be unemployed. 
The reasons for this will be clearer after we have discussed the 
influences which determine the size of total income and 
employment. 

There is indeed no way of determining statistically the 
existing state in relation to the optimum. The existence of 
unemployment is no proof of over-population. Surpluses of 
labour exist in certain trades at times when there are shortages 
in others. An apparent labour bottleneck may in fact be due 
to a shortage of a particular kind of machine, which, if released, 
would lead to a labour surplus in the trade where a shortage 
now exists. 

In a very simple economy it may be possible to say whether 
over-population exists. In a subsistence agriculture economy, 
where the holdings of land have been subdivided until the 
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typical holding provides a bare subsistence for a household, the 
fact of over-population is clear enough. It may be possible to 
say that a given area is over-populated by a nomadic people, 
but that a much greater population could be supported if the 
land were irrigated and intensively cultivated. When it comes 
to a complicated economy like our own, a clear answer is 
probably impossible. As we have already seen, the short-run 
effect of a decline might be in the direction of a decrease in 
output per head, and yet the longer-run considerations might 
demand an encouragement of emigration. Thus, if Britain 
were to concentrate industrial effort on the mass production of 
common consumption goods and other countries were to follow 
tlie policy of making themselves self-sufficient in this respect, 
the emigration of a large part of the present population of these 
islands would be inevitable. But if a phase of capital con- 
striiction in the tropical countries, such as occurred in the 
tc‘m|)erate countries last century, were to begin, the large 
cjuantity of skilled labour in Britain would enable a consider- 
al)l(* advance in the standard of living to be made, possibly 
with an increase in population. As soon, then, as an attempt 
is madci to apply the optimum theory to reality, it is necessary 
to stej:) outside the conditions of the theory and to speculate on 
the probable factors of change during the next quarter-century 
or so. 

Effect of Income on Population Growth 

We have been unable to say anything very positive on the 
('lici t of the size of population on income per head, and we shall 
find oursc'lves in an even worse case over the inverse problem 
of the effect of the income level on population growth. 

rhrough most of the nineteenth century this was a matter 
on which most writers held very positive opinions. The theory 
propounded by ^lalthus, that a rise in the general level of wages 
incri'ases the rate of gnnvth of population, was generally 
accepted. It was believed that human fertility rendered it 
inevitable that the production of an extra bite of subsistence 
would always lead to the emergence and survival of a mouth to 
eat it. The only checks on the growth of a population were 
misery and vice. If, for any reason, whether a technical 
innovation, increased skill or discovery of new natural re- 
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sources, the production of a community grew, the population 
would automatically increase until the increased production 
would once again provide a bare subsistence level for all. 
Improvement of social standards was therefore impossible, 
because the improvements would be swept away by an increase 
in births. If a Utopia should come into existence, it would not 
last long, as it would soon become overcrowded. 

Malthus was generalising from experience. He pointed out 
that population had doubled in twenty years, and that if sub¬ 
sistence could increase by as much in the next twenty years as 
it had done in the past twenty, it would be a remarkable 
achievement. So, with population increasing in geometrical 
progression and subsistence in arithmetical progression, starva¬ 
tion and penury were the inevitable result. Where he went 
wrong was in assuming that the ratio in the geometrical pro¬ 
gression was a constant one, and this was probably because he 
mistook the nature of the increase in population he was ob¬ 
serving. It was due, not as he imagined to an increase in 
births, but to a decrease in deaths, particularly in the deaths 
of babies and small children. 

A number of factors brought this about: the general improve¬ 
ments in sanitation and water-supply; the improvements in 
medical science, particularly the spread of the practice of 
vaccination; the production of cheaper clothing, which began 
to restrict the practice of passing on heavy clothing which was 
difficult to clean. All these reduced the incidence of typhoid, 
cholera and smallpox, which killed large numbers annually, 
and infant mortality was also reduced. This was a process 
which could not go on for ever, so that the growth of population 
would slow down even if birth-rate remained the same. 

But in Western Europe and North America the birth-rate 
did not remain the same: it declined. The most important 
factor in this decline appears to have been the adoption of new 
and more efficient methods of birth-control in the last quarter 
of the nineteenth century. Many theories have been pro¬ 
pounded about the effects of an increased standard of living on 
human fertility, but the statistical evidence is lacking. It is, 
for instance, a popular idea that the higher the income of a 
family the smaller the number of children per family. There is, 
so far as the writer is aware, only one investigation, done in 
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Scandinavia, which produces any facts relevant to this theory, 
and that enquiry showed no relationship to exist between the 
income of a family and the number of children.^ 

If by chance the proposition should be true, a variety of 
explanations is possible. Improved standards of living may 
cause a decline in biological fertility, or families which are 
relatively infertile become richer through the concentration of 
a large number of small fortunes in one generation in a smaller 
miml)er of somewhat larger fortunes in the next generation, or 
a family may restrict the number of children in order to con¬ 
centrate effort on the business of making money. Also it 
appears probable that in Britain the new birth-control practices 
originally affected births in the top half of the income scale 
much more than in the lower half. 

Although the causes of the decline in birth-rates among 
|)(‘opl(i of Western European origin could be biological, the 
])henomenon could also be explained on the simpler hypothesis 
that it is a matter of deliberate choice. A variety of reasons 
may have accounted for that choice: the indifference which 
until recent years characterised the attitude of the medical 
])rofession to the painfiilness of childbirth; the increasing cost 
of house accommodation and domestic labour relative to in¬ 
comes; the expensive character of private provision, and the 
])oor quality of public provision for care in maternity; the 
costliness in relation to average level of income of secondary 
and higher education, so that the number of children is limited 
to give the smaller number a better chance; the growing sense 
of the instability of the social stnicture in the twentieth-century 
world. In one of these factors probably lies the prime cause of 
the decline in birth-rate in this country in the past seventy 
years. 

Malthus’ Bogy not a Myth 

So far as the white race is concerned, the devil raised by 
Malthus seems to have been in chains for a long time, but 
juaiodically those chains get a severe rattling. Despite the 
substantial increase in agricultural production, which has far 
c‘\ce('dt‘(i the limits Malthus believed possible, it is nevertheless 
true that the world has not been producing sufficient food to 
‘ lulin, qiiotod by Enid Charles, Menace of Under-population 
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provide the minimum standard necessary for ] physical efficiency 
for all its people. 1 hose who have enjoyed the necessary mini¬ 
mum or something better have done so at the expense of others 
who were below it. Even in the 1930 s, when food-stuffs were 
being destroyed because they could not be sold, a large pro¬ 
portion of the people of the world were undernourished, and no 
very large diminution was necessary to turn malnutrition into 
famine. According to Lord Boyd Orr, the world requires a 
minimum of twice the output of primary food-stuffs produced 
in the 1930*s to provide a physiological minimum standard for 
all its inhabitants. If the raising of standards of living which 
this increase in food supplies would bring about should be 
accompanied by the same diminution in death-rates which 
occurred in Western Europe, a very substantial increase in 
world population would take place. It is not impossible tliat 
a further doubling of food supplies would be necessary before 
the decline in the birth-rate, resulting from the rise in standards 
of living, should ease the pressure on world agriculture. The 
Malthusian bogy is not a myth. 

The Working Population 

Not all the members of a population are available for work, 
(diildren below the legal or conventional minimum working age 
for the community, persons too aged or infirm to work, must be 
excluded; people who, because they have large incomes from 
property or who at the other end of the income scale are re¬ 
garded as outcasts from society, refuse to work. We have 
already excluded women who work in their own homes from 
the labour supply. 

The size of these categories of what we may term the volun¬ 
tarily unemployed depends on the social structure and the 
custom and traditions of the community in question, and these 
must be known before any useful generalisations can be mad(*. 
In Britain a rise in the level of real wages might be expected to 
decrease the number of married women who earn a money 
wage. In the lower income groups from which the mass of 
married female labour comes, a rise in the wage of the man is 
likely to be spent, partially at least, in reducing the amount of 
paid work done by the woman to enable the standard of com¬ 
fort in the home to be raised. On the other hand, it is feasible 
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that, among recipients of so-called middle-class incomes, women 
would be more anxious to continue to work after marriage. 
The effect on the choice of unmarried women of working for a 
living or being supported by their fathers is much more de¬ 
batable, but on balance there is little doubt that the numerical 
jueponderance of women in the lower income groups giving up 
paid work to look after their homes means that the general 
effect of a rise in the level of wages is to decrease the amount 
of female labour. A rise in communal income increases the 
demand for cheap female labour and decreases the supply of it. 

Similarly, it would be expected that, as family incomes rose, 
the period of education of children would be prolonged in order 
to fit tlieni for higher-paid posts. It might also be expected to 
lead to children being apprenticed in trades where the eventual 
income was relatively higher, instead of being sent into occupa¬ 
tions where they could make the maximum immediate con¬ 
tribution to family income irrespective of future prospects. 

The age of retirement would probably be reduced by a rise 
in the level of real wages, which would make provision for old 
ag(' possible'. On the other hand, a decrease in invalidism 
would mean a reduction in tlie numbers whose working lives 
are cut short by ill-health, and also a reduction in the numbers 
of working days lost by all workers from that cause. The 
factors involved in the determination of the size of labour force 
a given population will provide are largely questions of custom 
and habit, and although custom and habit may have their 
origins in economic conditions, they are slow to react to changes 
in those conditions, 

laking the size of the working population as given, the 
amount of effort it will put forward at any given wage level is 
dependent on the ability and willingness of the population to 
work. 

Effects of the Age Composition of the Population 

Ability to work is not the same throughout the working life 
of an individual. There is an initial period of increasing 
elhciency when the worker is learning his trade and has not 
reached physical or mental maturity. Then, when maturity 
is reached, there follows a period during which the worker is at 
the height of his powers, and finally comes a period of decline. 
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The age of reaching maturity, the duration of the prime of life, 
and the seriousness of the eventual decline may vary from one 
race to another and from one occupation to another, and the 
conditions under which the population has to live and work 
will largely determine whether workers arc worn out at forty 
or comparatively virile at sixty. 

Consequently, if we have two populations with similar heredi¬ 
tary characteristics and living in similar environments but 
different in age composition, differences in output per head 
from this cause may be anticipated. Such considerations arc 
most important when an attempt is being made to estimate the 
effects of a change in the size of a population. A population 
which is growing by natural increase, that is, by excess of births 
over deaths, will have a greater proportion of young children 
under working age, and consequently a smaller total income, 
than a population of the same size which is growing by immigra¬ 
tion. Immigrants arc usually young people approaching or in 
the prime of life, and a population which is receiving them will 
have an abnormally large proportion of them and the country 
losing them a relatively small proportion. Income per head 
will tend to be higher in the first case and lower in the second. 
A population which is declining through the failure of births 
to replace deaths will have a preponderating number of old 
people whose working life is over or who are in the phase of 
decreasing efficiency. 


Ability to Work 

Apart from differences in industrial cfliciency arising from 
differences in the age composition of communities, there are 
still further divergencies to be investigated in the amount of 
work done per head. All observed differences in quantity or 
quality do not arise from differences in ability; willingness must 
also be taken into account, but it is also quite clear that ability 
is not everywhere the same. It is probable that questions of 
both inherited and acquired characteristics are involved, 
though it may often be difficult to decide to which type of cause 
a particular phenomenon must be attributed. For instance, 
there does not appear to be sufficient evidence to say whether 
the heavy labour turnover which has been a characteristic 
of Russian industry from the time of Peter the Great to the 
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present day is due to some personal characteristic inherited 
from nomadic ancestors, or to some feature of the Russian social 
or economic structure. However, our concern is rather to note 
differences than to indulge in, what must be for us, amateur 
speculations as to their precise causes. 

Without giving any countenance to the gross absurdities 
which for political motives have been made to masquerade in 
(x'l tain European countries as scientific studies of racial prob¬ 
lems, we may note that differences in mental and physical 
attrii)iites exist between typical members of different nations, 
but that these differences may be due to differences in physical 
(‘iivironment, in innate qualities or in training. The con¬ 
siderable differences which exist between members of the same 
community and which are directly attributable to differences 
in the adecpiacy of diet, clothing and shelter, must force us to 
give consick'rable weight to these environmental factors in 
accounting for differences between members of distinct com- 
munitii's. 

A study of the workers of different races reveals differences 
in physical strength which may or may not be accompanied by 
similar differences in resistance to fatigue, manual dexterity, 
nu'iital (juality, and in powers of concentration, whether at 
the very low level of intellectual ability which may suffice for 
a machine-minder, or at higher levels. These factors will 
(U'termine whether a given population can supply only manual 
labour of a type which requires nothing but physical strength; 
tlu'y decide the degree of complexity of the machinery labour 
may be given to use, and the quality of the work done, both 
from the point of view of delicacy of materials and design and 
also from that of freedom from faults. 

The marginal productivities of equal quantities of labour 
from different races may therefore differ greatly, and in con- 
secpience differences in wages cannot be taken as reflecting 
differences in labour costs. 

Inside a given community differences in industrial quality 
are attributable principally to the distribution of incomes in the 
preceding generation. If children have inadequate food and 
clothing, they can make but little use of even an elementary 
school education. A home in which there is space for privacy 
and quiet enables mental development to take place, and this 
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is impossible when a family is living in one room. The general 
efficiency of the population may also be raised by State expendi¬ 
ture on technical training, by means of which the marginal 
productivity of labour as a whole may be raised. 

Demand for Income in Terms of Effort 

At least as important as differences in ability to work are 
differences in willingness to work. From the point of view of 
the individual concerned, the quantity of labour he is willing 
to supply is the price he is willing to pay for income, and 
willingness to supply labour may be better regarded as demand 
for income in terms of effort. The individual may be considered 
as seeking an equilibrium between money income and the other 
uses of his time and efforts. In the case of primitive peoples, 
the other uses will include the provision of food and perhaps 
clothing. The quantity of labour supplied will be related to 
the demand for money to pay taxes and to purchase a few 
liuropean goods. With industrial workers who arc dependent 
on their money earnings to purchase everything they consume, 
the choice is between the goods and services money income will 
buy and the leisure which must be sacrificed to earn it. It is a 
question of the alternative uses for time and effort, and an 
equilibrium is reached when the increment of goods and services 
an extra hour’s work will secure is valued equally with the 
leisure which has to be sacrificed to obtain it. 

At first sight it might appear that the demand for income is 
unlimited, and so it is in the sense that the demand for anything 
may be unlimited if it can be had for nothing, but income must 
be paid for in time and effort, which have alternative uses, 
riie overtired worker may be incapable of using his non¬ 
working hours for anything but eating and sleeping, and a 
reduction in the total amount of effort required for work, 
which would enable him to develop some hobby, may be 
more important than an increment to even a very small 
income. 

It is convenient to consider the problem in terms of hours of 
work and hours of leisure, assuming that the expenditure of 
effort per hour remains the same. It is merely a matter of 
convenient symbolism, for the analysis is equally true if worked 
out in terms of effort measured in foot-pounds. 
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It is a common practice to assume tliat the response in the 
amount of work done to a change in wages is invariably in one 
direction. People who invent complicated formulae which 
they allege will calculate the wage-rate any particular type of 
labour should be paid, appear to assume that a higher wage- 
rate invariably calls forth a greater supply of work per employee. 
On the other hand, many writers on public finance make the 
contrary assumption. If this were indeed the case, the task 
of the Chancellor of the Exchequer would be an easier one. 
rh(‘ higher he raised the income-tax, thus reducing the real 
wages of everybody, the harder everybody would work and 
th(; gr(‘ater the output of the community would be. Both 
g('n(‘ralisations arc unsafe, as is readily seen when the problem 
is restated in the form of the demand for income in terms of 
(‘ftbrt. 

The supply of labour is the payment for income, and the 
('ffort price of income is the total amount of work performed 

divided by the amount of in¬ 
come received. A high effort 
price, therefore, corresponds 
to a low wage level and vice 
versa. In Eig. 3G effort prices 
are measured on the vertical 
axis and quantities of income 
on the horizontal axis. The 
demand for income in terms 
of effort may therefore be 
represented by means of a 
normal demand curve. The 
Income total output of effort put for- 
itg. 3G. ward to earn a given income 

will be represented by the area 
I'lU'losi'd by the co-ordinates. The assumption that the 
amount of effort put forward increases as the wage rises or the 
effort ju ice of income falls, means that the demand for income 
in terms of effort is invariably elastic, and the contrary assump¬ 
tion rcijuircs elasticity to be invariably less than unity. It is 
highly improbable that either of these propositions holds true 
of everybody, though the assumption of inelastic demand for 
income in terms of effort may well be true of a larger proijortioti 


Demand for Income in 
Terms of Effort 


Effort 
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of the population in this country than the contrary proposition. 
The recipients of low incomes are perhaps likely on balance 
to put forward more effort in an attempt to prevent a reduction 
in income, for their consumption is already reduced to the 
barest necessities. On the other hand, a rise in wage-rates will 
cause them to take out some of the possible increase in income 
by a relaxation of effort. The low level of income to which 
they have been accustomed will have given them little experi¬ 
ence of consumption outside the bare necessities of life, and 
once these are covered, the marginal significance of further 
increments of money income declines rapidly. This is another 
aspect of what has been termed “ the terrible wantlessness of 
the very poor.** 

A more extreme case is that of the primitive who, when 
he has purchased what the white traders have made him believe 
to be conventional necessities and has saved enough to pay his 
taxes, refuses, with complete rationality, to engage in further 
paid labour. 

Generalisations as to the elasticity of demand for income 
must be based on observation of the labour groups to which 
they are to be applied, and on this point, as elsewhere in questions 
of the supply of labour, there is much the social anthropolo¬ 
gist might do to make data available for use in economic 
analysis. 


The Scope for Individual Choice 

It may be objected that the idea of finding an equilibrium 
between income and leisure may have some relevance to the 
case of piece-rate workers, although they cannot vary the 
number of hours they shall work, but that it cannot apply to 
time-rate workers, whose working day is fixed and who earn no 
more however hard they work. The individual worker has 
presumably used his vote in determining the contract arranged 
between the union and his employers. The effect of the inter¬ 
vention of the union is illustrated by the problem of overtime, 
which most unions try to reduce to a minimum. Without a 
union, the worker will work overtime, even though he realises 
that to do so is injurious to his health, and by reducing the 
number of jobs impairs his chance of getting another if he 
loses the one he has. Refusal to work overtime is indeed likely 
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to mean dismissal. The existence of a union enables him to 
take a long-run view of his own interest, and it is only from 
the very short-run point of view that income is lower than it 
otherwise would be. 

In the case of much black-coated labour, it is possible to take 
work liome out of ofiice hours. No extra pay is earned for this, 
but it is advisable to do it, if promotion and the higher income 
it brings are desired. Almost any large ofTice will contain at 
k‘ast one individual whose work is always efliciently performed, 
l)ut who will never receive promotion and who indeed will never 
seek it. He regards his occupation as providing him with the 
means to folknv some pursuit in which he is really intcTcstcd but 
which (annot j)rocure him a living. The scope for choice is 
in(l(“(‘(l wider than may at first appear. 

The Supply of Labour to Particular Occupations 

The gc'iieral jn incijile governing the distribution of the labour 
su])ply b('twe(‘n its alternative uses we have aliT‘a(ly discovered 
in the tendency of units of a factor to move so as to equalise 
reinuntTation in all uses. But having stated the principle, it 
is at onc(' nec(‘ssary to point out that it is a statement of ten- 
(iencyonly.and that in manycases the barriers are such as to pre- 
viTit ('(jualily I'ver resulting. The barriers to migration across 
national frontiers are such that important wage differences can 
('xist |)ermanently. hAaai in the absence of a law restricting 
immigration of labour, language and cultural dilk ixaice betweiTi 
the immigrant and the people among whom he settles are 
sufliciiait to deter movement. NevtaTlieless, there is the case 
of the ra])id growth by immigration of the population of the 
I nitt'd States, where eventually immigration restriction was 
introdiici'd to pn'Veiit de])ression of the wage level. Despite 
the popular view of the United States as the country with the 
world’s higlK'st wage level, immigration of low-gracle hiastern 
I'.uropean labinir had lowered the wage available to this type 
of labour to levels which were certainly not generous on Western 
V'uri^pean st audards. 

S’\uV\\v\v di'itoveuces ex\sl \')cUvcct\ c\\'ileTew\. ol 

same country, and, even in a country as small as Britain, differ¬ 
ences in sj)eech, diet, housing and habits of living generally are 
large enough seriously to reduce mobility between districts. 
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Mobility of Labour 

Experience between the wars showed that considerable 
unemployment may exist even when most industries are 
prosperous and when some are suffering from a shortage of 
labour. This has been on an entirely different scale from the 
**reserve of labour” amounting to 1 or 2 per cent, of trade- 
union membership in the nineteenth century, and which, 
existing in times of boom, consisted of workers temporarily 
unemployed between jobs. It appears now that large-scale 
unemployment existed in the United States in the boom years 
of 1928-29, and in the 1930’s one spoke of an irreducible mini¬ 
mum in Britain of 10 per cent, of the workers included under 
the unemployment insurance scheme. Such bodies of un¬ 
employed largely consist of people who aie displaced owing to 
a shrinkage in demand for their products, and in Britain were 
drawn largely from tlie cotton and coal-mining industries, 
where such decreases in demand had taken place. At times 
when unemployment among these groups was very liigli, there 
was a shortage of bricklayers. Why, then, could the un¬ 
employed not fill the vacancies? 

One of the reasons was that trade-union regulations fre¬ 
quently prevent adult workers who have once been attached to 
one trade from learning another. The attitude may appear 
heartless, but the unions have had so much to fear in the past 
from employers who diluted skilled labour with low-paid 
unskilled workers that their attitude was understandable. 
When heavy unemployment is a constant feature of industrial 
life, each group of workers will endeavour to ensure that it gets 
the largest possible share of the employment which is available. 

The retraining of middle-age men for new occupations is not 
one which empUjyers will undertake when they can get young 
labour which is more easily trainable, the older men having lost 
the elasticity of youth. At the same time it is cheaper to train 
young people, because grown men cannot be employed at boys' 
wages. Vurther, \l iec\u\ies a vet^/ \oug period ol ur\evc\p\o^- 
ment to convmee a mau t\\at the demand tor the services he has 
performed in the past has disappeared, and that if he wishes to 
be employed it must be in another occupation, probably one 
which in his eyes is lower down in the social scale. The period 
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I cqiiircd may be so long that the worker has become unemploy¬ 
able in the process. This kind of consideration applies chiefly 
to occupations where a very specialised skill is important. A 
great deal of industrial labour is skilled at minding machines 
and can fairly quickly master the peculiarities of another type 
of machine. 

d'lie cause of much of this chronic unemployment is to be 
found in the concentration of industries in certain localities. 
If there is but one industry in a district and that industry meets 
a fall in demand for its products, then a change of job means a 
move to another district, and there are considerable resistances 
to such movement. Attachment to local habits of life, differ- 
(Mices in s])e(‘(:h, fears of being stranded among strangers and 
bereft of tlie social contacts through which help in getting 
anotlu'r job might be obtained, all tend to tie people down to 
tlie familiar locality. 

If siK'h movements are to be organised, it is necessary to 
move family groui)s, and greater success has been achieved 
wluMi tlie units liave been still larger. As a national policy, 
transferenct' of labour on a large scale has the disadvantage 
that housing and ancillary services cannot be moved with the 
people; amenities are thrown idle in the places from which 
labour moves and have to be provided in the places to which 
th(‘y move. Hig movements of population have of course 
takt'ii j)Iace inside this country, but these have taken place as 
the result of a series of short-distance movements, so that few 
individuals move very far. When the movements which fed 
file concenlratious of population in the Midlands of England 
took place, jn'ople moved in from surrounding counties and 
others nuned to take their places. 

Allocation of New Entrants to Industry 

Just as changes in densities of population can come about as 
the net effect of many short-distance movements, so industries 
can wax aiul wane without individuals changing their jobs. If 
the supply of young labour can be cut off from an industry, it 
will shrink through failure to replace deaths and retirements. 
A growing industry, like a growing population, has an abnor¬ 
mally large ju oportion of young people and a declining industry 
an abnormal proportion of elderly people. Unfortunately, 
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young labour too often continues to pour into declining 
industries. 

Important causes are ignorance of opportunities elsewhere 
and the short-sightedness of parents in sending young people 
to work in industries where there is a probability they will 
become unemployed as soon as they reach an age which the 
trade board lays down as qualifying for adult wages. Again, 
the worst effects have been seen in districts with but one in¬ 
dustry, where a young person wishing to enter another type of 
industry could only do so by leaving home, and earnings were 
not sufficient for support outside the family circle. 

Social Stratification 

Even if it is not true that certain occupations are reserved 
for those who have been educated at certain schools and certain 
universities, yet it cannot be denied that the possession of the 
correct educational label both smooths and shortens the path. 
In Britain in the past the social class in which a child was born 
has been more important from the point of view of access to 
higher-paid posts than either education or ability. 

Such obstacles exist at every grade; they make it difficult for 
the son of a bank clerk to become an ambassador and for the 
son of a manual labourer to become a doctor. 

Training Costs 

Apart from the difficulties arising from social snobbery, there 
are also the formidable difficulties of costs of training. Idie 
existing distribution of incomes has considerable influence in 
deciding the number of entrants to different occupations, 
although the provision of free and assisted education has done 
something to remedy the effects of unequal distribution of in¬ 
comes. One of its principal achievements has been to break the 
monopoly of black-coated"' labour enjoyed by one social group 
in the nineteenth century, but much more remains to be done 
before anything like "la carriere ouverte aux talents" exists. 

The cost of training limits supply, and so, if the conditions 
of demand which made it appear worth-while to incur the cost 
of training persist, the income achieved will be high. The level 
of income ultimately attainable is not, however, the sole 
criterion; the non-monetary attractions of an occupation are 
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also considered. The experiences offered by an occupation, 
the social prestige attaching to it, the security of tenure it 
offers, the leisure to pursue other interests which will not afford 
a means of livelihood—all may influence choice. In this 
connection it must be remembered that it is not the individual 
who nx'cives the training who usually pays for it. Then again 
it is not the general level of income which is always taken into 
account; the existence of a few particularly rich prizes may 
attract, although the general level of remuneration is low. 
riius, the l^ar probably offers the highest earned incomes of any 
occuj)ation in this country, but the number of fashionable 
counsel earning liigh fees is small in relation to the large number 
of barristers who have to find other ways of supplementing 
income. 

Non-competing Labour Groups 

Tlu? picture of tlie labour supply which emerges from this 
discussion of some of its characteristics is that of a highly 
stratified supply. Individuals tend to find themselves forced 
by circumstances into a particular stratum. Movement from 
one stratum to a more highly paid one is difficult once an 
individual has been allocated to a particular occupation. It is 
far from easy for a child of parents in one stratum to climb to 
a higher-paid one, so that there is little competition upwards 
through the strata, despite the fact that many individuals do 
succeed in climbing. 
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Chapter XIV 

THE THEORY OF WAGES 


Having discussed the causes which determine the total supply 
of labour and those which stratify the total supply into sectional 
supplies between which mobility is imperfect, it is now appro¬ 
priate to examine the conditions of demand for labour, and 
proceed to the determination of wages as the price which 
equates supply and demand. 

We are not, however, ready to discuss the problem of the 
demand for labour as a whole, that is, to discuss the theory of 
employment. The total number employed depends on the 
demand for commodities which is in turn related to income, and 
we must discuss the role of capital in the productive process 
before we can turn to income. 

If we assume that the income of the community is fixed, we 
can usefully discuss the demand for labour of particular kinds 
and the determination of its wages, and so fill in one of the gaps 
in our knowledge of the costs which figured in our study of the 
pricing of commodities. 

The Marginal Productivity Theory of Wages 

In Chapter VII we discovered that the price of a factor in 
production is equal to the value of the marginal physical 
product, which, under competitive conditions, is equal to the 
marginal physical product multiplied by the price of the 
product. This comes about because the buyer of a factor is 
willing to increase his use of that factor so long as the increment 
in product obtained by using one more unit is worth more than 
the sum which has to be paid for the use of that unit. When 
this condition ceases to hold, the use of that factor is no longer 
extended. 

For labour, then, this is to say that a given employer v/ill 
increase his employment of labour of a given kind so long as the 
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extra output produced by an additional worker is worth more 
than the worker\s wage. The demand schedule of a particular 
firm for a given kind of labour will therefore consist of a series 
of pairs of quantities, one of which is a money wage and the 
other that quantity of labour whose marginal physical product 
when employed by that firm, multiplied by the price of the 
product being made, is equal to the wage. The market schedule 
for this kind of labour will be found by adding the quantities 
of labour each employer will demand at the given wage level. 
The demand cm ve will be part of the downward sloping portion 
of the curve of values of marginal products for all users com¬ 
bined. 

If we are to be able to use such an analysis of the wage-fixing 
I)rocess, it is necessary that we shall have groups of units of 
labour which arc reasonably homogeneous, and we have already 
seen that the supply of labour is divided into a kirge number 
of sectional supplies or pools of labour. There are commonly 
differences of kind and quality between different pools of 
labour, l;ut tlie workers who make up a given pool are providing 
the sanu* type of labour, even though some differences of 
quality may exist. 

h'urthermore, these pools of labour have come into existence 
because of the sectionalisation of demand. People have taken 
tlie necessary steps to become navvies or physicians, cotton 
s])inners or bricklayers, in a particular locality because at the 
time they decided to follow that occupation there was a demand for 
tliat type of service in that locality. It is therefore not possible 
to talk of either demand or supj)ly of labour as a w'hole, but 
of demands and supplies of particular kinds of labour. The 
demand schedule of an individual employer for labour of a 
j)articular type is the descending portion of the scale of values 
of marginal products, so that the downward sloping portion of 
the curve of marginal value products is the demand curve for 
labour for an individual employer. By adding together indi¬ 
vidual demands, we can obtain the total demand schedule for 
labour of a particular type. 

The considerations of the supply of labour we have discussed 
in Chapter XIII suggest that the supply curve for labour will 
be of the normal ascending type. The number of people in a 
given locality who call themselves, say, bricklayers is ascertain- 
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able at a given time, but that does not mean that the supply of 
bricklayers is fixed irrespective of the wage paid. At certain 
levels of wages some members of the pool may prefer to work 
at some alternative occupation, to go to another district, or 
even to be unemployed, while at higher levels of wages persons 
who were once bricklayers may see fit to return to their former 
occupation and bricklayers from other districts may consider 
it worth-while to move in. There is also the possibility of 
variation in the amount of work done per man as the wage level 
changes, but, as we have seen, the effect may be for a rise in 
wages to either increase or decrease the amount of work done. 

In a competitive market for labour, the wage will tend to 
settle at the common point of tlie two schedules. If the 
demand and supply schedules overlap at all, there must be one 
wage level at which all who are willing to work for that wage 
are employed and all who are willing to buy labour at that price 
are satisfied. This is the equilibrium wage in the conditions 
of the market, and it will depend on the particular conditions 
of demand and supply in the market for the type of labour in 
question. 

Problem of Women^s Wages 

The problem of the differences in the wages paid to male and 
female labour is one which serves admirably to illustrate the 
principles we have been investigating. Men and women can be 
regarded as two groups of labour, between which mobility is 
zero. For some purposes male labour is undoubtedly superior 
to female, and for others the reverse is the case, but in many 
occupations there is no obvious advantage cither way. It is to 
be noted, however, that women's wages, in occupations which 
are exclusively female, are lower than those in male occupations 
where a comparable degree of skill, training or general educa¬ 
tion is demanded. Custom and prejudice play a considerable 
part in determining how far occupations shall be open to 
women, and these are still strong enough seriously to restrict 
the field of female employment. The most intense prejudice 
attaches to the employment of women in the higher-paid 
technical or administrative positions, while no compunction is 
felt about employing them exclusively in semi-skilled or un¬ 
skilled occupations for a wage no male worker would accept. 

I.E.A.— 7 * 
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Since female labour is allowed to compete seriously with male 
only at the lower end of the male wage scale, the field of employ¬ 
ment for women is small relative to the number of women 
seeking employment, in spite of the fact that the number of 
women who wish to be employed is less than the number of men. 
In consequence, the marginal productivity of female labour is 
low(?r than that of male labour, a result which is independent 
of the (piestion wliether the efficiency of a woman is, or is not, 
efjiial to that of a man. The lower marginal productivity must 
follow from the fact that the field of employment is more 
restricted relative to numbers, so in order that all the women 
who wish to be employed shall find jobs, it is necessary to move 
farlh(‘r down the scales of diminishing marginal products in 
those oceiipations which are open to women. 

hquality of remuneration as between the sexes can only be 
achii*vi‘(l by the removal of barriers, whether of law, custom or 
])rejii(iice. The result of throwing open new occupations to 
women after the first world war was seen in the considerable 
ris(' in the wag(\s of the lowest-paid grade of female labour, 
domestic si'rvants, and the further extension of the field of 
f(Tnale employment after the second world war led to a still 
more' drastic diminution of the supply of paid domestic labour. 

file organisations which are striving to secure the removal 
of barriers to the employment of women are thus working 
for the improvement of women’s wages as a whole, but 
tlu‘ir campaign for equality of pay in those occupations which 
iwe ojn'ii to both sexes will not invariably have this effect. 
In tliosi' occupations where freedom of entry is little more than 
nominal and wIumv labour is wholly or mainly male in spite of 
tlu' alleg(‘d removal of barriers, the use of female labour is an 
experiment from the employer’s point of view, and there will be 
littl(‘ inducement for him to experiment if there is no advantage 
to be derived if the experiment is successful. Ecpiality can 
theri‘ft)re mean that women are not employed. 

The attitude of the male trade unions, which insist on women 
bi'ing paiil at the same rates as men, is therefore quite logical 
from the ]')oint of view of their own interests. Women are 
excliultal, and an increased supjdy of labour, reducing marginal 
]uoductivity and lowering wages in that occupation, is avoided, 
riie white skilled-workers' trade unions in South Africa found 
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the same device useful for excluding coloured workers whose 
competition might have lowered wage-rates. 

In other occupations, like that of school-teaching, where 
women are in the majority, the enforcement of equality would 
be likely to exclude the men. A higher wage is paid to men 
because in certain circumstances there is a preference for them, 
and it is wished to maintain a supply for that purpose. Equal¬ 
ity is likely to be achieved only by levelling down men’s wages 
to women’s, and this, presumably, means the exclusion of men. 

These conclusions must not be taken to imply that there is 
no case for equality on the grounds of social justice, or that the 
present division of occupations between the sexes is likely to 
be permanent. It does appear that the problem is rather more 
complicated than is frequently assumed. 


Wages and Numbers Employed 

The assumptions under which we arc working lead to the 
idea of a rigid demand schedule for labour. At any wage W a 
given employer will employ x workers of the type in question, 
because when he does so the marginal physical product of x 
workers valued at the market price p for the product is worth 
IT. If we consider the employer to be selling the product in a 
competitive market, he can sell any quantity he chooses to make 
at the market price p, so that if the market price should change 
we shall require a new schedule. 

But what if the price of labour should change, rising say from 
W to Wi ? The employer will be forced to restrict his use of 
labour until the marginal physical product of the smaller 
number Xi employed, valued at the same market price p, is 
equal to the new wage Wi. The change in the price of labour 
will, however, have upset the previously existing least-cost 
combination of factors. The rise in the cost of labour will have 
rendered it cheaper to produce an extra unit of product by 
using more of other factors and less labour. The proportion 
of labour in the combination will therefore be reduced, and the 
proportion of other factors increased. 

If all other makers of the same commodity are affected in the 
same way, the demand for labour to make this commodity will 
be reduced, and labour will be thrown out of employment so 
far as the manufacture of this commodity is concerned. The 
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final effect will depend on the causes which have led to the rise 
in wages. If there is an increased demand for this kind of 
labour to make some other commodity, then what has happened 
is part of tlie process of redistributing labour in accordance 
with the change in demand for commodities. It will cost more 
to make an increment of the first commodity, since the marginal 
physical product of the factors other than labour will decrease 
as the proportion of them used is increased, so we may expect 
the price of the first commodity to rise also. This will bring 
tlu! proc(\ss of transfer of labour to a halt more quickly than 
would otherwise be the case. 

On the other hand, if the wages of labour are arbitrarily 
raised, there is no compensating demand for labour to absorb 
those thrown out of employment. There are now several 
alt(‘rnatives. Those who lose their jobs may prefer to remain 
unemployed rather than accept lower wages for doing the same 
job, or rathe r than detach themselves from the pool of labour 
to which they have previously belonged and attach themselves 
to another. AltcTiiatively, they may decide to change their 
occupation, or to move elsewhere, or both. Finally, it is pos- 
sible they may get back into their old occupation by accepting 
a lower wage. 'I'he same conditions would emerge if the demands 
for this kind of labour decreased for any reason whatever. 

ITnder the assumj^lions we have made, there is thus no room 
for involuntary unemployment, except through frictions which 
prevent the second and third alternatives from operating, 
('onsecpiently, studies of the causes of unemployment have paid 
a great deal of attention to the causes of immobility of labour, 
both on an occupational and a regional basis. Much unemploy¬ 
ment can be accounted for by imperfections in the labour 
market: it was for this reason that employment exchanges and 
schemes for decasualisation of dock labour have been intro¬ 
duced. lmjK)rtant as these market imperfections arc, they are 
not the sole nor even the major causes of unemployment, and 
the conclusion that was once based on them, i.e. that if all 
frictions immobilising labour and preventing wage-rates from 
being Ilexible were removed unemployment would fall to neg¬ 
ligible ]U'oportions, is now shown to be erroneous. The little 
we can say here on this problem must await our discussion of 
the causes affecting the volume of employment as a whole. 
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Tendency to Uniformity of Wages 

We have seen that the wage level inside a particular sectional 
labour market depends on conditions of demand and supply 
there. The relative levels of wages ruling in two different 
markets will therefore depend on differences in conditions of 
supply and demand. The wages of woollen weavers in the 
West Riding and in Gloucestershire will be the same only if 
conditions of supply and demand are the same. The demand 
for weavers in each area will depend on the demand of con¬ 
sumers for their products, and as the products are not the same, 
the conditions of demand may differ. The supply of weavers 
in each place will depend on demands for labour for other 
purposes, as these will determine whether weaving is a popular 
or unpopular choice for young people in the district. If there 
is little movement between the two districts, conditions of 
supply may be independent, but if movement is customary, 
conditions in the two areas will approximate and wage levels 
cannot differ greatly. 

Again, within the same district there cannot be great differ¬ 
ences in the wage levels of two similar occupational groups, as 
it is easy for an individual to move between them. If the type 
of ability and training required by two occupations are very 
similar, wage difference-s may nevertheless exist if they are 
sufficiently specialised to make movement between the two 
difficult, for supply of labour depends largely on what demand 
was at some time in the past and wages depend on what demand 
is now. The tendency to equality of remuneration for units of 
labour of similar kind and quality is dependent on movement 
between the occupational groups being free enough to unify 
the supply of labour. 

Equality of Net Advantages 

Even so, the tendency to equality is not to equality of money 
wages, but to equality of net advantages. Different occupa¬ 
tions offer different conditions of non-monetary character. 
Some jobs offer work in pleasant surroundings, interesting 
experiences, security of tenure, ample leisure, freedom from 
detailed supervision; while others offer an unpleasant environ¬ 
ment, dull routine, risks of accident and disease, insecurity and 



206 AN INTRODUCTION TO ECONOMIC ANALYSIS [Ch. 

small leisure. The individual makes his choice from the 
opportunities which are open to him, and takes into account 
the whole circumstances of the occupation. It is true that the 
most unpleasant jobs arc often the worst paid, but jobs in which 
amenities are particularly good normally carry salaries which 
arc somewhat less than others demanding similar training and 
ability, but offering less favourable conditions. 

Nor is it always the average level of income in an occupation 
wliich decides choice. An occupation like literature or the Bar, 
which offers a few very rich prizes, may attract a supply of 
entrants which is quite unjustified by the expected level of 
earnings the average entrant can hope to achieve. 

Wages with Employers* Monopoly 

Let us now remove the assumption that conditions in the 
market for the commodity and the market for labour are 
a|)j)roximately competitive. First, let us suppose some 
eleiiK'iit of monopoly exists in the market for the product. 
Now the valiu* of the marginal product of labour will no longer 
b(‘ the marginal jihysical product multiplied by the price of the 
])roduct. Instead, it will be the marginal physical product 
multipli(‘(l by the marginal revenue from the sale of the product. 
As we have s(‘en, marginal revenue is less than price, so the 
monopolist’s demand ])rice for any quantity of labour is less 
than if lu‘ were sc’lling in a competitive market. If he is buying 
labour in a conq)etitive market, he will therefore employ less of 
it than one of a number of competitive sellers would do. 

It is also possible that a firm may enjoy some clement of 
mono})oly as a buyer of labour. Suppose, for instance, that a 
firm sites itself in a small country town where it is the only 
imjiortant emj^loyer of industrial labour. It will, like any 
otlu'r firm, equate the marginal cost of labour to it with the 
vahu‘ of the marginal product, but it is not necessary that the 
marginal cost of labour will be equal to the wage-rate, as it is 
in a comjx'titive labour market. It is indeed probable that the 
linn will be faced with a rising supply curve for labour. When 
it is emj)loying all available industrial labour within a certain 
radius, it may have to pay higher wages or to provide free 
transport services to attract labour from a wider area. Mar¬ 
ginal cost of labour would then be rising, and would be in 
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excess of average cost or of the wage-rate. This again will 
mean that the firm will employ less labour, produce less 
product, and sell at a higher price than would a similar-sized 
unit selling its product and buying its labour in competitive 
markets. Labour in these circumstances is commonly said to 
be exploited. 

Trade Unions and Wage-rates 

There may, of course, be monopolistic organisation on the 
side of labour, and it is possible, though not necessarily the 
case, that organised labour can exploit employers or more 
probably the consumer of its products. 

If the employing firms are selling their products in a competi¬ 
tive market and are competing freely with each other for labour, 
a trade union may succeed in forcing them to pay higher wages, 
but it will not in general or for long be able to demand also that 
all its members shall be employed. If the employers* demand 
is sufficiently inelastic, it may be profitable for the members of 
the union to keep wages high and support a number of un¬ 
employed members, but the policy would soon cease to be 
profitable unless entry to the occupation was very strictly 
controlled. 

Restriction of entry has been successfully practised, the 
medical profession being an outstanding example. There are, 
however, limits to the possibilities of restriction of entry. 
There must be complete control of the whole field of employ¬ 
ment, and even then, if restriction is carried too far, pressure 
from members to get entry for friends and relatives may 
become irresistible. 

The trade union has more scope where there is some element 
of monopoly on the employers* side. It may be a matter of 
forcing the employer to pass on some of the monopoly profit 
extracted from the consumer, or reducing the benefit the 
employer derives from his monopoly of employment and raising 
wages to the competitive level. 

It is often claimed that a trade union forces employers to 
keep abreast of technical developments, and cases where this 
result might follow are undoubtedly possible. If a group of 
firms has a monopoly of a localised labour supply, it may 
continue to pay very low wages, which are nevertheless equal 
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to the value of the marginal product of labour in the technical 
process which is being used. If there is tacit agreement among 
the firms not to introduce new technical methods, which will 
probably require considerable new investment, the low wage 
level may persist during an upward trend of wages, until the 
occu})ation is regarded as “ sweated labour.If a trade union 
is formed and is successful in raising wages, it makes the old 
method unprofitable and obliges employers to modernise their 
production methods. In general, it is claimed that the goad 
of trade-union activity forces employers to keep up-to-date in 
an endeavour to reduce labour costs. 

Nevertheless, trade-union action may fail in its object, and 
the 1926 coal strike was an example of a very strong union 
breaking itself in an attempt to maintain a wage level that no 
exploitation of consumers, no confiscation of employers' profits 
and no technical changes which could be introduced in the time 
available, could succeed in paying. If trade-union leaders 
exercise foresight, they will keep wage-rates in line with the 
trend of value of marginal product, when all but a few per cent, 
of their members are employed, and pressing closely enough on 
rises in that quantity to ensure that employers endeavour to 
ke(‘p it rising, 'fheir influence will then be in the direction of 
maximising the communal income. Policies which result in 
substantial unemployment and involve monopolistic exploita¬ 
tion of the consumer have the contrary effect. 

Another set of trade-union practices becomes important when 
a country is deliberately following a policy of providing work 
for all who strk it. In the interests of securing their members 
against unemployment, unions have in the past secured agree¬ 
ments with employers reserving a certain quantity of employ¬ 
ment for their members. These provisions include rules 
limiting overtime and setting out the kinds of work members 
of certain unions must and must not be asked to do. Technical 
changes may render these rules obsolete, and they hamper the 
mobility of labour, without which a policy of full employment 
may be very expensive. 

Trade-union Activity and Equality of Payment 

I he market for labour is so sectionalised and so full of 
elements of monopoly that the tendency to equality of payment 
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to workers of the same type would hardly be very strong in the 
absence of trade unions. Indeed, trade unions probably have 
the effect of introducing equality of wages where differences in 
marginal productivities would otherwise exist. If markets for 
products and supplies of labour were highly localised, values of 
marginal products would differ according to local conditions. 
A trade union may enforce the same wage rates for specific jobs 
throughout the country. 

Thus, if plumbers are more plentiful in relation to the demand 
for their services in one district than in another, there would be 
a tendency to lower wage-rates there, so that all should be 
employed at a wage equal to the value of the marginal product 
of the local supply. Then, if a trade union enforces equality 
of wage-rates everywhere, wages in such a district will be 
raised and the numbers employed will fall. In the short run 
there will be unemployment, but if the wage-rate does not 
exceed the average marginal product over the whole labour 
group, there will be opportunities for the displaced labour to be 
reabsorbed elsewhere. If. on the other hand, the rate is fixed 
at the highest paid anywhere, there will be unemployment 
among plumbers in all districts except those which formerly 
paid the top rate. 

Again, trade-union activity tends to equalise wage-rates for 
workers of the same type but of different quality. Inside a 
particular occupation this may mean that some workers arc 
unemployed because they are not worth employing at the full 
union rate, although they would be worth employing at a lower 
wage. Partially disabled persons who are capable of “ light 
work " may be unemployed because uniformity rules prevent 
special arrangements. Again, maldistribution may occur when 
equality of rates is enforced for similar occupations which 
employ labour of the same kind but of different quality. It 
may be that in one occupation labour of superior skill and 
physique produces a greater product than lower-grade labour, 
but in another occupation there is little or no advantage. Total 
output will therefore be greater if there is a wage difference 
between the occupations, so that the higlier-grade workers are 
attracted into the occupation where their marginal productivity 
is greater, and the lower-grade workers are employed in the 
other occupation at a wage equal to their lower marginal 
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productivity. Equality in these circumstances brings about a 
misdirection of labour resources and a reduction in national 
output. 

Full Employment and Equality of Payment 

The primary reason why a government adopts a policy of 
full employment is found in the belief that by central planning 
it is possible to bring about adjustment of demands and supplies 
of labour of particular kinds more rapidly than if the process 
is left to the pricing system. The essence of such a policy is 
that demands for labour shall be created to replace decreases 
in demands, however occurring. Supplies of labour of different 
kinds must be adjusted to these changing demands. From the 
very nature of a full employment policy, the old-fashioned 
method of forcing labour, through the privations of unemploy¬ 
ment, to find itself new jobs is ruled out. This leaves two 
possible methods—direction of labour or manipulation of wage 
scales. Direction of labour is unlikely to prove acceptable, 
(‘xcept in grave emergency, in the kind of society in which we 
live, so that adjustment of wage-rates appears to be the only 
method available. 

It would seem, then, that a full employment policy might 
involve raising wage-rates in certain occupations in certain 
places without similar increases in similar occupations or the 
sanu^ occupations in other places. Similarly, if it became 
necessary to decrease supplies of labour in certain occupations 
and/or j^laces, deliberate reductions in wage-rates, designed to 
mak(' j)eoj)le change occupation or district, might be necessary, 
rrade-union uniformity rules would be obsolete in such a 
situation. 

Differential Wages as Incentives to Effort 

W’e have already discussed the effects of changes in wage- 
rates on the output of effort from a given group of people in 
terms of elasticity of demand for income in terms of effort.^ 
fhere we considered the effects of a change in the wage-rate 
}x\id for each unit of effort. But just as in our study of dis¬ 
criminating monopoly we saw that it may be possible to induce 
people to make a bigger expenditure by charging different 

* Sec alxjve, p. 191. 



THE THEORY OF WAG’^S 


prices for different units, so it may be pt sible to induce them 
to put forward a greater effort by allowing them to earn differ¬ 
ent units of income on different terms. 

This is the idea which is behind one type of wage-bonus 
scheme. The general form of such a scheme is that a flat-rate 
basic wage is paid, which is the remuneration for the per¬ 
formance of a certain maximum task, and for output above this 
level a higher rate per unit is paid. The scheme may be based 
on collective or individual 
output. Thus, all the \ 

workers HI cl factory, a de- OF I \ 
par Lment or in a single gang \ 

may be paid a flat rate per ^- 

week, so long as output 

does not exceed a deter- 1 

mined figure. When out- c-U - 

put exceeds that figure, a 1 

bonus related to the excess I I 

is paid. I ] 

Let us examine the ^ w f ikcomk 

problem in detail for an Fig. 37. 

individual who is paid a 

flat weekly rate w for an output of 100 units per week. When 
he is producing 100 units a week this is equivalent to a 
w 

rate per unit of-. The effort price of a unit of income is 

^ 100 ^ 

then The curve in Fig. 37 represents the demand for income 

w 

in terms of effort of this individual, oa represents an effort price 

At this price an income w is earned and an effort of 100 
w 

units put forth. We will assume that the demand for income 

50 

is inelastic, so that at an effort price oc, which is half oa ov —, 

w 

an income of is earned for an output ocef, which is less than 100 

• w 

units. Consequently, a straight raising of wages from — 


to — will result in a diminution of output. 
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But suppose that the individual is given the opportunity to 

50 

earn more income at an effort price of — provided he has 

w 

already produced 100 units for a total wage of ow. Now we 
cannot say that our individual will be willing to earn an extra 
income wf for an extra output of effort wdef. He would be 
willing to do this if he happened to be earning ow for an effort 
of oedw, but he is not. He is earning ow for twice that amount 
of effort. He would, nevertheless, be willing to take some 

50 

iiicrc'ase in income at the effort price of — per unit, and this 

w 

output would be in addition to the output of 100 units. 

'J'lie question of whether it would be profitable to the firm to 

]Kiy for all units above 100 depends on the behaviour of 

marginal cost, a.ssuming the product is being sold in a com- 
jx'titive market, so we can ignore marginal revenue. The 
('xtra bonus rate will mean that marginal labour cost is doubled, 
but this may be compensated by decreases in other of the 
component items of marginal cost. If the increase in output 
is made by working at greater speed, so that machines are more 
fully occupied, there may be no increase in cost from this 
source. Power, heating, lighting and supervision charges will 
not be increased. Cost of materials per unit may remain con¬ 
stant. It is po.ssible, therefore, that marginal cost may have 
b(‘en reduced for these extra units, and output can profitably 
be increased until it is again equal to market price. 

A bonus system may, therefore, induce workers to increase 
output, even when demand for income is inelastic. In the 
alternative form of bonus system which is perhaps more 
frecjiu'utly encountered in Britain, the system gives a larger 
total wage but a lower unit piece-rate as output increases. 

Wages and the Marginal Productivity Rule 

We Ix'gan this discussion of wages with the familiar rule that 
the payment to a factor of production is equal to the marginal 
physical product of the quantity employed at that price, multi¬ 
plied by the price per unit of the product. We have seen that 
this rule is not of universal application, but that it is indeed 
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one instance of a more general rule, that a firm will increase 
its use of a factor until the marginal cost of that factor is equal 
to the increment in receipts due to the application of a further 
unit. The latter statement reduces to the first, when the firm 
is buying the factor and selling the product in a perfectly 
competitive market. The theory of wages consists of the 
application of this universal rule in any circumstances of supply 
and demand which may be encountered. 
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Chapter XV 

CAPITAL AND INCOME 


In our discussion of the two groups of factors of production, 
I.abour and Land, we were not aware of any difficulty in 
(idining the factor. Labour is readily defined as consisting of 
all liuinan services, but there was a certain vagueness over land, 
which we defined as the natural and acquired characteristics of 
th(‘ eartli's surface. The vagueness aro.se from the difficulty 
of setting any limit on the acquired characteristics, short of all 
the constructional work men have accomplished. The older 
practice, of detining land as the original unimpaired properties 
of the soil, was an attempt to deal with this difficulty, but it 
faih’d to draw any useful line of distinction, because it is quite 
immat('rial, fnjiii the point of view of any economic problem, 
whetlKT some j)ermanent characteristic of our environment is a 
natural j)lienomenon or whether it was created by human 
agency at some time in the past. 

Definition of Capital 

In defining capital, this problem of adapting the definition to 
the j)urptise for which it is int('iuled to be used has proved even 
more difficult. If we wish to define capital in such terms that, 
together with land and labour, it completes the total of 
resources available to a society, then we should define it so that 
with land it covers all the characteristics of the physical en- 
virouuu'ut. Some arbitrary division between those acquired 
characteristics which are land and those which are capital 
would have to be made, the lino being drawn solely from the 
point of view of the usefulness of the definition in solving 
particular problems. 

This has been the practice of a number of economists, from 
.\dam Smith to Irving Fisher, who defined capital in terms of 
an inventory of man-made resources. For completeness it 
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would be difficult to improve on Smith's definition of what he 
terms '' stock." 

Smith’s Definition of Stock 

Smith described the stock of an individual as consisting of 
two parts: " That part which, he expects, is to afford him his 
revenue"; and "That which supplies his immediate con¬ 
sumption." Examining these two quantities for typical indi¬ 
viduals, he arrives at an analysis of " the general stock of any 
country or society (which) is the same with that of all its 
inhabitants or members." He analyses stock under three 
heads: 

1 . Consumption Reserves—consisting of food, clothing, 

household furnishings (and presumably any durable 

consumption goods) and dwelling-houses. 

2 . Fixed Capital: 

{a) Useful machines and instruments of trade. 

(i) Profitable buildings which are means of procuring 
a revenue. 

(c) Improvements to land. 

{d) Acquired and useful abilities of inhabitants and 
members of society. 

3. Circulating Capital: 

{a) Stock of money. 

(6) Provisions in hands of producers and retailers. 

(c) Raw materials and semi-finished goods. Unsold 
stocks of finished goods. 

This list is of particular interest because it forms the basis of 
the numerous definitions of capital which have since appeared 
in economic writing. Different writers have made different 
selections of items; some have been content with a list of actual 
assets, and some have preferred to think in terms of the gross 
money value. 

Capital as a Stock of Wealth 

Such a list is an inventory of items of wealth existing at a 
moment of time, and the final content of the list depends on the 
definition of wealth adopted. It is clear that, unless we are 
content with a list of physical assets, we must express each item 
in terms of money value in order to arrive at a summation. 
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The Status of Titles to Wealth 

In making a summation we must avoid double counting, that 
is, the inclusion of the same item more than once. Smith does 
this by confining his list to actual objects existing at a moment 
of time. 1 le does not indiide titles to wealth, such as securities. 
VVe cannot include both the shares of a limited liability com¬ 
pany and the real items of fixed and circulating capital it 
possesses. The National Debt bonds, issued by the Govern¬ 
ment ()[ a country and held by citizens, represent an asset to 
the individuals but a debt for the community, and the two 
caiic(‘l out. If, however, we stick to tangible objects and 
ignore ])i('ci‘s of j>aper which represent titles to wealth, we shall 
avoid this difficulty of double counting. 

A |)rol)l(‘in which is very much more important now than it 
was in Smith’s day is that of the difference between the wealth 
owned by the inhabitants of a country and the wealth existing 
in the country. Wealth in the country may belong to people 
living outsid(‘, and wealth outside may belong to members of the 
community. Here we shall probably have no option but to 
(U'al in terms of titles to wealth and to add or subtract the net 
balance. 


Human Capital 

riie list includes, under fixed capital, an item for the acquired 
and useful abilities of the members of the community. Now 
it is true that, since the community provides the training, there 
is a cost to the community involved in the acquisition of these 
abilities. Also tlu' jxxssession of these abilities by some of its 
membrrs will generally cause the communal income to be bigger 
than it would otherwise be. In these respects, acquired 
abilities resemble improvements to the environment, but where 
the potentialiti(\s of human beings are concerned, our estimates 
ol tutun‘ income cannot be sutficiently exact to justify using 
them as a l)asis of computation. On the ground, then, that any 
valuation of human beings must be so arbitrary as to be un¬ 
usable, it is usual to omit this item from computations of 
capital. 
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Quantity of Currency as Capital 

From the point of view of the individual, a bank deposit or 
a wad of notes constitutes capital, since it can be readily 
exchanged for any other form of wealth. 

From the point of view of the community, the currency 
system is a useful instrument. A community with a good 
currency system is undoubtedly better off than if it had none. 
The existence of such a system facilitates exchange, enables a 
more complicated structure of production to be erected, and so 
enables the income wealth of the community to increase. 

This does not mean, however, that the more units of currency 
it issues the better off a community will be. Provided the 
currency system is doing its job of effecting exchanges swiftly 
and smoothly, the size of the issue is a matter of indifference. 
Why, then, did Smith include the stock of money as part of 
national capital? His discussion of the matter runs entirely 
in terms of coin, although the banknote was a perfectly familiar 
object to him. A stock of gold and silver coin has a value as 
metal, and is consequently entitled to be included as a com¬ 
modity stock. Smith appears to have considered the intrinsic 
value of the coinage was about the same as its face value. 

In the case of a paper currency, its intrinsic value is negligible 
and, although it is a useful piece of mechanism of excliange, no 
valuation can be put upon it. 

Land as a Capital Asset 

In Smith's classification of improvements to land as capital, 
we have the beginning of the classical tradition of distinguisliing 
between the original properties of the soil and improvements 
made in the land. The considerations which underlay the 
distinction were probably of an ethical character, and derived 
from the idea that there is a fundamental difference between 
exacting a price for the use of assets which are the result of 
human sweat and toil, and for those which are a free gift of 
nature, and which must therefore have been appropriated by 
individuals in a manner not entirely above suspicion. When 
such an ethical issue exists, a distinction between the two kinds 
of asset and between the payments to the owners of each is of 
interest to those who accept and to those who attack the 
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justification of private ownership of natural assets. When the 
focus of interest has shifted to the issue of the justification of 
inheritance of property rights by individual members of the 
community, the land-capital distinction is no longer of import¬ 
ance on this ground and, since our discussion of rent has shown 
that there are no peculiarities of land which are significant from 
the point of view of analysis, there is nothing but the break with 
the traditions of economic writing to deter us from combining 
natural assets and produced assets in the one category of 
capital. 

The Inventory Concept of Capital Reconsidered 

We have now arrived at a conception of capital as an inventory 
of all items of wealth which are external to those who own them, 
existing at a moment of time, and the inventory may include 
or ('xc'lude land according to choice. There is a certain logical 
compl(*ten(‘ss about the definition which is attractive. We can, 
if w'(‘ like, follow Irving Fisher and construct a parallel concept 
of iiK'ome which shall consist of the uses of every type of asset 
entering into the inventory. When w'c come to use this con¬ 
cept, howewr, wv shall find it extremely unadaptable. Our 
capital conc(‘pt w'ill include (piantities of durable consumption 
goods for w'liich it is virtually impossible to arrive at a statis¬ 
tical valuation, and w'hich do not in any case figure in our 
('conomic computations, '['hr quantity of Iiousehold goods, 
jt‘\vellrrv, sports aiul travel equipment, motor-cars and cycles, 
hooks and pictures, which a community enjoys makes a sub¬ 
stantial contribution to the comfort and grace of living and 
thus to " welfare,” but these items are not readily calculable, 
nor do they very directly affect other quantities in our economic 
equations. Thcrefortg as with the w'ork done by w^omen in 
their ow’ii homes w’hich wt excluded from income, we must 
omit them from a computation of capital. There must be a 
correlation between our capital and income concepts if both are 
to be useful, so before examining the definition of capital 
further let us see w’hat income concepts it must fit. 

Income Concepts 

As we have seen above, the definition of income wdiich is 
parallel to the inventory definition of capital is Irving Fisher’s 
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" use '' income. Fisher speaks of people enjoying the use of 
certain goods for a year, irrespective of whether the com¬ 
modities in question are durable or perishable consumption 
goods. So income would be composed of the use of so much 
housing accommodation for a year, the use of so many motor¬ 
cars, so much furniture and clothing, so many loaves of bread, 
pounds of tea, bacon and meat, and so forth. The total is 
summable in terms of money value. For all goods completely 
consumed within the year, we can take their market price, but 
for durable items the value of a year's use would have to be 
calculated, and such a computation would have the dis¬ 
advantage that it would lack any precise factual basis, although 
the idea is sound logically. 

When discussing the inventory concept of capital, we rejected 
the idea of including '' human capital," but it is clear that 
personal services must be included in our income concept, 
which cannot therefore stand four square with the capital con¬ 
cept. The inventory and use approaches to capital and income 
do not lead to parallel concepts which can form the basis of 
statistical computations. The concepts are consequently un¬ 
usable in a method of analysis which is to be applied to real 
problems. 

The use view of income has the further defect that it ignores 
quantities which are of importance in the demand and supply 
apparatus which we have built up to explain the basis of pay¬ 
ments to factors of production, and we shall therefore examine 
this apparatus to see whether it suggests other income concepts 
which may prove more useful. It does indeed provide three 
possible definitions of income. 

First, the object of all economic activity is consumption, so 
that we may consider income to be the results of the activities 
we have under review, measured as they pass into consumption. 
Such a measurement will include both commodities and 
services. Alternatively, we can view the results of activity as 
the output of the period in question, and this is not necessarily 
or indeed normally equal to the consumption of the period. 
Like the consumption income concept, production income will 
consist of both goods and services, and can be measured either 
in physical or money terms. Both will consist of items for 
which a market price exists. Thirdly, we can concentrate on 
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the payments made to persons and institutions whose services 
or whose property are employed in the productive process. 
Tliis we shall term earnings, and we must now review each 
of these concepts in turn and explore the relation between 
them. 

Consumption Income 

The definition of this concept, used by certain writers, bears 
a strong resemblance to Fisher’s “ use ” income and suffers 
from similar defects. It concentrates on the disappearance of 
goods from existence. This is straightforward enough in the 
case of single-use goods, but if we are to be logical we must 
calculate allowances for wear and tear and obsolescence on 
durable goods, and add them to the value of single-use goods 
and services used up during the year. Furthermore, if we stick 
rigidly to the disappearance ” criterion, we must count both 
the producers' and consumers' goods which disappear, and the 
risks of counting the same goods and services at both the 
])rodiicers’ good and the consumers' goods stages is considerable. 
fA'(‘n if we manage to surmount this difficulty, the total we 
ac hieve is not very useful in our computations. 

It is both simpler and more useful to count goods as they 
pass into the hands of people we can identify as consumers. 
We then include both single-use and durable goods at their 
retail price's. There are few risks of double counting, though 
the ])()ssibility of durable goods which were originally sold to 
consumers reappearing as producers' goods through the second¬ 
hand market certaiidy exists. 

C'onsumption income, as so defined, is the total expenditure 
of the pcu'iod on new consumption goods, or the effective 
dcanaiul for such goods, and it is a useful identifiable quantity 
which is capable of measurement. No direct measurement of 
this (piantity as consumers' expenditure is possible in Great 
Britain, but the greatly increjised collection of statistics for 
administrative' purposes during the past twenty years has made 
it jx)ssible to estimate annually sales of most consumers' goods 
and certain consumption services and these have been used in 
the national income and expenditure computations. The first 
Census of Distribution taken in 1950 provided a reasonably 
complete account of the values of sales. 
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We saw, when we were defining the various categories of 
commodities in Chapter II, that consumption goods cannot be 
identified by their nature, but only by the intentions of the 
purchasers. If we assume, that all people who purchase at 
retail, purchase for final consumption, and that all purchases 
for final consumption are made in this way, our definition is 
reasonably watertight and computable. Consumption income 
is then the total of goods and personal services purchased by 
final consumers, and the goods item can be equated to the 
volume of retail sales. 

Production Income 

On the other hand, we can regard income from the point of 
view of goods and services coming into existence in the standard 
period. 

It will now be much more difficult to avoid double counting. 
One way of doing this is to follow tliroiigh every commodity 
and service from the point at which it arises to the point at 
which it is finally embodied in a finished good. 

This is indeed the basis of the method of computation by the 
Census of Production, which is taken periodically in Great 
Britain. For every factory and workshop, except the very 
smallest, a return is made from which it is possible to calculate 
the value added by the manufacturing process. The value 
of the output of the firm, not merely the goods sold, is calculated 
at the point where it leaves the factory, and from this figure 
is subtracted the value of all materials, fuel, power and stores 
purchased by the firm. By totalling the contribution of all 
firms and allowing for work carried out by sub-contractors, an 
estimate, which is free from double counting, of the value added 
by the process of production can be obtained. To make it 
complete, we must add the value of the output of agriculture 
and of mining industries, and of the gas, electricity and transport 
industries. 

The total so obtained is still not identical with the total 
output of the production process, as we have defined it earlier. 
Our computation covers this process to the stage where trans¬ 
formation of matter is completed, but the process does not end 
until the goods are in the hands of the final users. To compute 
the value added after transformation is complete, we require the 
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Census of Distribution, which gives the value added by services 
rendered between the factory gates and the home of the 
consumer. 

It would also be necessary to add a computation of the value 
of personal services which are directly consumed. 

Such, then, are the methods by which a computation of 
production income could be made, but for the purposes of 
economic analysis it is useful to look at it in another way, which 
would be more difficult to follow out statistically, but which 
brings out one feature of production income which the other 
concept does not. The measurements given by the two 
met hods should be identical. 

In this mcTliod we think of the volume of goods which has 
passed into the hands of consumers, or consumption income, 
and the cliangc^ in stocks of materials and semi-finished goods, 
finished producers* goods and unsold finished consumption 
goods- over the year. 

'flius, wheat will liave been turned into flour and flour into 
otlier comestililes, wliich will in turn have passed into con- 
sum j)t ion income. Iron-ore will have been turned into pig 
iron, into steid and finally into bicycles, sewing-machines and 
motor-cars, which will have passed into consumption income 
or into stocks of finished goods. During the year it is possible 
to increase or decrease stocks at each stage. If stocks have 
incri'ased, consumption income has been less in relation to the 
amount of productive effort put forward than if stocks had 
been allowed to run down. 

Not all of tlie outj)ut of the year will, however, have been 
used t(^ increase available supplies of finished goods and semi¬ 
finished products. Some of it will have been devoted to the 
replacement of the wear and tear suffered by the fixed equip¬ 
ment of production during the year. Some of this replacement 
of depreciation must be made if the equipment is to be kept 
working, even over a short period of time, but some of it can be 
jHistjioned from one year to another, and it may be decided not 
to make some replacements at all. In the latter case the 
equipment will be allowed to wear itself out, presumably 
because the owners of it consider there are preferable ways of 
spending proceeds of using the machine. The quantity of 
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depreciation which businessmen decide to replace is therefore 
a variable within wide limits, and they will not necessarily 
decide to restore their equipment at the end of the year to the 
capacity and degree of efficiency of the beginning of the year. 

The community started the year with certain resources of 
raw materials, semi-finished products, fixed equipment and 
stocks of finished goods not in the hands of consumers. Let 
this quantity be and the similarly determined quantity at 
the end of the year R^. During the year a certain output has 
been produced, and this is the production income we wish to 
determine. Part of it, C, has passed into the hands of con¬ 
sumers; part of it may have been used to increase stocks of 
goods of all kinds, that is, to make greater than R^, and 
some of it will have been used to replace the wear and tear of fixed 
equipment, so that even if R 2 equals R^ some of the yearns out¬ 
put has been used to maintain the stock. We must allow for the 
possibility that the additions to stock and the replacement of 
depreciation, Z), may not be sufficient to cover the drafts on 
stock and the year's wear and tear, so that R^ may be greater 
than i? 2 - Then we can define production income as follows: 

Ip^ R^- Ri + C + D 

that is, production income is equal to consumption income, 
plus any increase in stocks of all kinds, minus any decrease in 
stocks, plus any replacement of depreciation. 

Earnings 

There is yet a third method of measuring income, and this is 
the total of money incomes of persons and institutions. We 
term this measurement earnings, though it does not consist 
exclusively of the type of income the Inland Revenue Depart¬ 
ment calls earned income. It includes all payments to 
individuals in respect of labour services rendered, i.e. wages 
and salaries, but it also includes income from property of all 
kinds, rents, dividends and interest, and the incomes which 
'' self-employed" people like artists, musicians and book¬ 
makers draw from their activities. 

Earnings do not include grants or gifts to individuals with¬ 
out consideration," such as allowances by parents to children 
or income from scholarships. These are transfers of income 
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between individuals, and not payments for service, as are all 
true earnings. 

When we turn to institutions we must be careful again about 
doul:)le counting. We cannot include both the income of public 
companies and the part of that income such companies dis¬ 
tribute as dividends, otherwise we count the dividends twice. 
As we are concerned not only with the dividends paid by 
limited liability companies, but also with the sums they put to 
n‘serve, the figure for distributable profit is the one in which 
we an* interested. Charities receive income, both in the form 
of gifts and in the form of income from property. The gifts 
are part of the income of the donors and must be excluded. 
h'()rtiinat(*ly, the income-tax authorities compute a total of 
incomes for ptTsons and institutions subject to tax, which 
covers a very large part of the field of earnings, on approxi¬ 
mately the lines we have indicated, though they treat deprecia¬ 
tion in a di(f(‘rent manner. Additions have to be made for 
incomes not subject to taxation. 

The Three Income Measurements Compared 

f.et us begin with earnings, for it is the way in which the 
community decides to dispose of this volume of expenditure 
tliat determines what is produced and hence the relative sizes 
of the other two. Suppose the community were to decide to 
s[)en(l all its earnings on consumption goods, then earnings and 
consumj)tion income, or the value of the output of consumption 
goods, would be ecjual. If it did this, there would be no demand 
for producers’ goods apart from those needed to replace de¬ 
preciation. If businessmen decided not to replace any 
dej)rcciation, suj'iposing such a thing were possible, then the 
expenditure which would have been devoted to that purpose 
would be distributed as earnings, and production income and 
earnings would be equal. All productive effort would be 
devoted to consumption; consumption income, earnings and 
production income would all be equal. 

Normally, however, some provision for depreciation is made, 
and earnings fall short of production income by that amount. 
I'urthermore, the whole of earnings is not normally spent on 
consumption; jxirt of them is saved, so that earnings normally 
exceed consumption income by the amount of savings. 
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We shall have more to say later on the iiuliiences which 
determine the relationships between these three measurements 
of income and of the causes of variations in the proportions they 
bear to each other. Before we can attempt this, there is much 
to be discovered about what determines willingness of people 
to consume, their willingness to invest and their willingness to 
replace worn-out equipment. 


Real Income and Money Income 

Measurements of production income and consumption income 
can be made either in terms of actual goods and services or in 
terms of money value. We can think of an inventory of the 
goods and services produced or consumed, or of the money 
value of these inventories. The disadvantage of the inventory 
is that it is impossible to summarise it in a single figure for 
comparative purposes. Such a measurement might tell us that 
in a certain year a country was X thousand tons of steel worse 
off and Y thousand bushels of wheat better off than it was the 
year before, but we could not say whether it was better off or 
worse off on balance. 

The use of a money measurement means that we can add up 
the various items into a homogeneous total, and we can then 
compare consumption income with production income for the 
same year and make comparisons with other years. Also 
earnings can be measured only in terms of money, therefore it 
is advantageous to make the other measurements in money 
terms as well. 

Money, nevertheless, has a serious disadvantage as a unit of 
measurement. It is a desirable feature of any good measuring 
rod that its length shall remain constant. If we arc to use 
money income to make comparisons of wealth at different 
times, it is desirable that a given quantity of money should 
correspond to the same quantity of goods and services on both 
occasions. Unfortunately, this is not the case. An increase 
in money income need not indicate a corresponding increase 
in real income; indeed, it need not indicate any real increase at 
all. Prices may have risen in the interval, so that a smaller 
quantity of goods may have a higher value on one date than 
a larger quantity on another date. In making such com¬ 
parisons, it is therefore necessary to keep an eye on price 
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clianges, and to help us to do this we have the device of the 
Price Index Number. 

Price Index Numbers and Comparisons of Income at Different 

Times 

A very simple form of price index would be obtained by taking 
the price of wheat per bushel on a certain day each year for a 
number of years and expressing each price as a percentage of 
th(; price in one year, say the first year.^ If in one year the 
])rice of wheat was 50 per cent, above the price in the base year, 
then we should say that, so far as wheat is concerned, money was 
worth on the second occasion only two-thirds of what it was 
worth on the first, and a computation of money income could 
be interpreted in the light of this knowledge. 

Wheat has the advantage of being a commodity which does 
not change in character from year to year. True, wheat today 
is not exactly the same as it was five hundred years ago, but the 
n'seinblance is probably much greater than for any other 
arti('le of common consumption which is produced today and 
which was also produced five hundred years ago. A more 
important problem arises from the fact that the price of wheat 
may move in the opposite direction to the prices of other 
important commodities. It would not then give us a true 
jncture of what was happening to goods in general. To over¬ 
come this difticiilty, we usually take, not one commodity but 
a collection of commodities, and price the whole collection on 
a succ(‘ssion of dates, 'fhe bigger we make our collection the 
more accurately will our index reflect what is happening to the 
value of inoiu'v, but at the same time the more difficulty we 
shall have in rinding objects which correspond exactly to each 
otlu r at dilferent periods of time. The net result is that over 
short periods of years we can make reasonably good computa¬ 
tions of the effects of price changes and so compare incomes, 
but if we attempt such comparisons over long periods of years, 
we find that the actual goocis which comprise real income have 
changt'd so drastically that the things we are comparing are 
essentially different. 

‘ The first attempt known to the writer to estimate changes in the value of 
money is C hro>t!ion Preciosum, Bishop Fleetwood (2nd edition, 1745), which 
uses the price of corn (wheat) as indicator. 
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The Definition of Capital Reconsidered 

If our capital concept has to be in line with our income con¬ 
cepts, we must concern ourselves only with those items which 
are included in our economic accounting. Thus, all consump¬ 
tion goods pass out of the account as soon as they are purchased 
by final consumers, so that durable consumption goods will not 
constitute part of capital once they are in the hands of con¬ 
sumers. We can, if we like, create a further capital account 
for them and label it consumption capital, for such a total is 
useful in any attempt to estimate the welfare which people 
derive from the process of production and consumption. The 
nature and purpose of this stock is so different from that of 
capital, considered as a factor of production, that the two must 
be kept distinct. 

If it is objected that the two groups of items may be difficult 
to distinguish, since their classification depends on the owners' 
intentions, it may be pointed out that the intention is clear from 
the type of account out of which payment is made. Private 
individuals have private accounts into which they pay their 
earnings and out of which they finance both consumption and 
savings. Both individuals in their capacities as entrepreneurs, 
and also firms have business accounts from which they pay the 
expenses of production and into which they pay the proceeds 
of production. The process of increasing the quantity of 
capital is termed investment, and consists of buying producers' 
goods and paying for them from business accounts. We shall 
think of investing as the process of acquiring assets which con¬ 
sist of producers' goods of all kinds; the total of such assets 
existing at a given time is capital. The category of capital is 
therefore confined to producers' goods, and it belongs to the 
owners of business accounts. 

Now capital is commonly regarded as being accumulated by 
saving, so we must examine the nature of this process. We 
have seen that earnings consist of the payments made to the 
factors of production for the part they play in the productive 
process. The total of these payments is equal to the total 
Value of the output of the period, less any wear and tear of fixed 
equipment which is replaced, and they are due to the owners 
of private accounts into which earnings are paid and are then 
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at the owners' disposal for expenditure on consumption or for 
saving. In the case of firms, however, some earnings are 
commonly retained in the business account, and are not made 
over to the individuals who really own them. Savings are paid 
from private accounts into business accounts as loans, or are 
retained there by the process we have just described, in which 
case the final effect is the same as if the process of pa 5 mient into 
a private account, saving, and return to a business account as 
a loan, had been followed. Capital is therefore created by 
investment, which consists of the purchase of producers' goods 
paid for from business accounts, while saving is a process of 
refraining from expenditure on consumption, and the income 
so released may be used to make loans to increase the funds 
available in business accounts for making purchases of pro¬ 
ducers’ goods. 

Capital as a Factor of Production 

We have defined the capital of a community as the quantity 
of producers’ goods it possesses, that is, its stock of goods of 
all kinds required to make other goods: raw materials, partly 
linished goods, goods awaiting sale, and equipment of all kinds. 
Now we can talk of the productivity of capital goods: the 
contribution they make to income. 

When capital goods are used with land and labour, the output 
is increased in two ways: the productivities of land and labour 
are themselves increiised and capital goods have a marginal 
jiroduct. 

Suppose we have two farms equal in size and in every way 
identical; the same number of men is employed on each, but the 
quantity of capital employed on the first is greater than that 
t'uqdoyed on the second. Then the increase in product 
obtained by employing one more labourer on the first farm 
will be greater than the increase from employing one more on 
the second. Labour is more productive when given capital to 
assist it. Similarly, if we keep the quantity of labour constant 
and increase the quantity of land, the same condition will 
hold. 

If, on the other hand, the quantities of labour and land 
remain the same and the quantity of capital is increased, we 
shall observe the usual “ Diminishing Returns Law " effect. 
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Under normal conditions, where the point of maximum mar¬ 
ginal returns will have been passed, the addition of a further 
unit to the community’s stock of a particular producers’ good 
will increase the output of some products, but by a smaller 
increment than that due to the addition of the previous unit. 
So an increase in producers’ goods as a whole, at a given point 
of time, will increase the income of the community measured 
in physical terms, but as capital is continually increased, the 
rate of increase of income will diminish. 

So far then, capital appears to behave like the otlicr factors 
of production, but whereas land and labour are commonly hired 
and we compute the charge for hiring them, capital goods are 
bought and sold, and we must calculate the price or capital 
value. 

To its owner a producers’ good represents a prospective 
stream of income stretching away into the future. Its capital 
value is the value of the income which it is expected to produce 
before it is worn out, and this may be greater or less tlian the 
cost of producing it. Thus, at the present time, the market 
price of houses, i.e. the price people are willing to pay for the 
satisfaction of living in them, which constitutes the annual 
income, is greatly in excess of the current cost of construction. 
On the other hand, in the depression years of the 1930’s it was 
possible to buy ships or textile looms, which nobody could 
employ, for a small fraction of the current cost of construction 
less depreciation. In the first case it will pay to construct 
more capital goods, so long as the state of affairs in which they 
can be sold for more than their construction cost continues to 
exist, but the increasing stock of such goods should eventually 
bring about a fall in the market price until capital value, in the 
sense of the present value of the expected income, is equal to 
the construction cost. Similarly, if capital value falls short 
of construction cost, no one will be willing to undertake con¬ 
struction, so that, through wear and tear, the stock will 
eventually diminish and the capital value of those left will rise 
to equality with construction cost. 

If the stock of a given type of capital good is therefore to be 
in equilibrium, showing no tendency to either increase or 
diminish, construction cost must be equal to the present value 
of the expected income stream. 
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The Pricing of Capital Goods 

The value of a capital good is thus the present worth of 
a series of net receipts which will be derived from it during its 
lifetime. If for simplicity we assume that there is one receipt 
of £A each year for T years, the value of the asset producing 
this income stream is the present worth of £A per annum for 
T years when tlie current rate of interest is r. Then, as any 
school algebra will show, this present worth is equal to 



where R stands for 1 d-. The capital sum so obtained is the 

value of the asset producing the given income. It will be greater 
the longer the period of time, and will also vary according 
to the rate of interest. If the rate of interest falls, the sum 
nec(‘ssary to liuy a given income will rise, and a rise in the rate 
of interest will reduce the capital sum. 

'I'liis nde will apply to the value of any asset promising a 
eiTtain income per year for a stated time. If the income goes 
on for ever, as with a perpetual ground rent or an unredeemable 
security sueli as " Consols,*' the formula is somewhat simpler, 
but otherwise the effect is the same. An alternative method 
of stating the price is at so many years' purchase, that is, the 
asset is worth a stated number of years' income. 

When the capital asset is a machine or a block of offices, the 
estimation of the income per year which will be obtained from 
it is more uncertain. ICstimates will, however, be made. It 
will be expected that a given machine, if installed, will save so 
much a year in wages, and as it will cost so much each year for 
maintenance, the machine will “ pay for itself ” in so many 
years. Similarly, the purchaser of an office block will calculate 
that, after paying costs of upkeep, the income from rents is 
likely to bring in a certain sum, and that he will get his money 
back in a certain number of years. 

rihs does not mean, of course, that the purchaser hopes 
merely to get his money back before his asset is worn out or 
fit for demolition. He is making the investment to obtain an 
income, and this is merely his way of comparing the profit- 
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ability of different opportunities to invest which are open to 
him. He might use our geometrical progression formula to 
calculate the rate of return, knowing the amount of investment 
required and estimating the probable annual income and the 
length of time it is likely to continue. He happens to find the 
‘‘ number of years' purchase " method simpler, but the effect is 
just the same. 

The value of a durable capital good is therefore the antici¬ 
pated annual income capitalised at a rate of interest. 

What that rate may be and how it will vary for different 
kinds of assets we must leave for later consideration. The 
important point here is that the capital value of an asset 
depends on the income which can be expected to accrue to the 
owner of it. Income, then, is the fundamental concept, not 
capital, and, knowing the income derived from an asset, we can 
discover the capital value with the help of a rate of interest. 

Interest Rate and the Value of Capital as a Whole 

An important point which has emerged from this discussion 
of the pricing of capital goods is that the quantity of capital, 
i.c. the monetary fund invested in producers' goods, can vary 
quite independently of the income the goods are anticipated to 
produce, owing to changes in the rate of interest. 

This fact makes comparisons of the value of the capital 
possessed by a community at two different times a difficult 
matter. First we must start with the incomes from capital 
at the times in question. To sum these we must use money 
prices, and thus become involved in changes in the price level. 
Then, even if we should happen to satisfy ourselves that the 
income streams at the times in question were equal, our calcula¬ 
tion might show an increase or decrease in capital according to 
whether the rate of interest had fallen or risen. 

It is quite possible, therefore, that making a computation 
of the value of the capital of a community on two different 
occasions, we might arrive at the same figure on both occasions, 
and yet it might be clear from evidence of destruction of 
capital in the interval that in fact the community possessed 
fewer assets on the later occasion. This could come about if, 
on the first date, income had been bigger and the rate of interest 
higher, and on the second, income and the rate of interest had 
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both been lower. It may be argued that this case is not a very 
probable one, that a destruction of assets would lead to a rise 
in tlie rate of interest, not to a fall; but the case is not impossible, 
and it does bring out the unreliability of comparisons of measure¬ 
ments of communal capital taken at different dates. 

Neither can we get any help in making such compari¬ 
sons by abandoning the money measure and attacking the 
problem in terms of real capital goods. A comparison of com- 
I)lete inventories, taken at two points of time, will not tell us 
whether capital has increased or decreased in the interval, if 
tlie kinds of items included have changed. Because of tech¬ 
nical progress such changes are very probable. An item in 
one inventory may bear the same name as an item in the 
(‘arlier inventory, but they may have very different powers of 
producing income. We cannot allow for this change in capa- 
( ity by adjusting price and by counting as replacement the cost 
of an ass(‘t capable of producing the old rate of output, because 
wluMi an asset becomes very obsolete before it is scrapped, it 
may be more costly to replace it by a replica than by the more 
])roductive modern version. A 1920 model car would cost 
more' to jiroduce now that all moulds and patterns are destroyed 
than its more efficient modern equivalent. 

Ft is clear that w^e cannot talk of the total quantity of 
capital in the same way that we can talk of the total quantity 
of land or tlu' total quantity of labour. These latter are totals 
wliich exist irrespective of the income that is being derived 
from tliem, but we can measure capital value only if we first 
know the income derived from capital assets and the current 
rate of interest. \\c do not need to know wages before we can 
know the (piantity of labour, or rents before we know the 
cjuantity of land, though we do need to know both rent and 
inti'rest rate before we know the value of land. 

W’e can find such a relationship between quantities of par¬ 
ticular cajMtal goods and the sums it would be worth while 
j)aying to hire them, and in this respect there is no difference 
iH'twt'en capital goods and land, except that the quantity of 
capital goods can be voluntarily increased. We can talk of the 
marginal productivity of particular types of capital goods, but 
not of the marginal productivity of capital as a whole, because we 
cannot measure capital as a whole unless we first know its product. 
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Fortunately, a measurement of total capiial is not essential 
to the solution of any problem we have to face. This has not 
always been the case. The classical English School of Econo¬ 
mists required to know the “ Wages Fund ” or quantity of 
capital before they could determine the rate of interest, and 
the productivity theories of interest determined that rate by a 
comparison of the quantity of capital and the marginal product 
of capital. We do not need it for this purpose, and though, as 
we shall see, the quantity of capital goods in existence influences 
the rate of interest, yet we do not need to know the total 
value of them in order to determine the interest rate. 
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Chapter XVI 

INCOME, SAVING AND INVESTMENT 

VVk must now take up tlie further examination of the three 
incasur(‘nients of income which we defined in the previous 
chapter. 'Fliere we saw that income could be measured, first 
as tlH‘ value of the quantity of goods and services produced 
(‘ach year; secondly, as the value of goods and services passing 
into the hands of final consumers, or consumption; and thirdly, 
as earnings, or tlu' total of personal incomes of individuals or 
institutions. We saw further that production income normally 
exceeds earnings by the amount of depreciation replaced, and 
(‘arnings in turn (‘xcc'ed consumption income by tlic amount of 
investment, so tliat we have the following relationship: 

Production income ^ learnings + Depreciation replaced. 

-- Consumption income + Investment 
+ Depreciation. 

Of these three concepts of income, the really vital one for our 
piir{)oses is earnings, for it represents the demand for goods and 
services ovaa* the income period. It represents the total sums 
transferred from business accounts to private accounts, or, to 
he more accurate, the sums transferable from one kind of 
account to the other. It is therefore the total of sums spent 
on consum})tion or handed back to business accounts as 
savings. 

Depreciation 

Depreciation is the total of replacement of wear and tear 
which busiiu'ssmen choose to make. Some writers have 
claimed that de[>reciation should be computed on such a scale 
as woukl restore the total quantity of capital to the level of the 
beginning of the year, but as we have seen, we can attach no 
meaning to the total value of capital, which changes with 
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changes in the rate of interest. If the rate of interest rises, 
the value of all assets yielding a fixed income falls, but no one 
would suggest that businessmen should take such a change into 
account when deciding the amount of income which can be 
distributed as earnings. Similarly, if a fall in the rate of 
interest caused sulTicient increase in the value of assets, it might 
be that the value of assets at the beginning and end of the year 
was the same, although no physical replacement of wear and 
tear had taken place. 

If, on the other hand, we think of replacement in physical 
terms, we are faced with the problem of obsolescence. If 
technical change is taking jolace, worn-out pieces of equi])- 
ment will not be replaced by replicas, which might indeed 
be much more expensive to procure than superior current 
models. 

A certain amount of replacement must take place, if produc¬ 
tion is to continue even in the short run. How much deprecia¬ 
tion actually is replaced will depend on the view businessmen 
take of the future profitability of using that equipment and on 
their estimates of the level of costs of replacements at the 
moment compared with the prices expected to rule at some 
future time. If the firm considers its requirement for a certain 
type of equipment in the future is likely to be less than in the 
past, it will not replace all the depreciation arising from the 
year’s working, and earnings will, to that extent, be swollen 
by sums which represent a disinvestment of capital. 

From the point of view of the individual firm, its production 
is the value of its net output; that is, the value of goods sold or 
available for sale less the expenditures incurred to produce 
those goods. A certain provision will be made to restore, at 
least partially, the damage to equipment caused by the produc¬ 
tive process. The balance of net output is earnings. 

Saving and Investment are Equal 

As we have seen earlier, we can look at earnings in three ways. 
We can regard it as the total payments to factors of production 
for the services performed in the production of consumption 
and investment goods; it is the total spent during the same 
period on the two classes of goods; it is the total expenditure 
on consumption and savings. That is: 
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li^arnings - ^ Cost of consumption goods + Cost of invest¬ 
ment goods. 

“ Expenditure on consumption goods + Expendi¬ 
ture on investment goods, 
r - Consumption + Savings. 

'riies(! lliree ecpiaticms must be identities. What is spent on 
eonsuiuY^tiou goods is equal to what is paid out to all (actors of 
pxovWWow W V\\em. l\ve, ol com- 

jxdilion this is (jbviously true, as total receipts equal total costs 
at marked prices of the factors employed. Under monopoly, if 
we include the monopolist as a factor, total receipts are equal 
to total distributed incomes. The same is true of costs of 
])roduction of investment goods and receipts from their sale. 
So, if th(‘ item consumption is the same in all three equa¬ 
tions and investment is the same in the first and second, it 
must also be the same in the third equation. Expenditure on 
investment goods or investment must therefore be equal to 
savings. 

Saving and Investment are Simultaneous Processes 

rile n(‘cessary equality of these two quantities at all times, 
and not merely over periods of time, is apparent when it is 
realised that saving as well as investment involves a trans¬ 
action between two parties. In order to save it is necessary to 
accpiire an asset, either an investment good which has just been 
produced, a security or cash. In any case, someone must part 
with sometliing, so that an act of saving from the individual 
point of view can take place. If one individual saves by 
spending part of his income on a new investment good, then 
from the communal point of view equal increments have been 
made to both saving and investment. The purchase of an old 
security, or the accumulation of cash, merely involves a transfer 
l)etw(‘i‘n two members of the community, and it is necessary to 
go a step farther and discover what the person who parted with 
the cash or the security docs, before deciding that any act of 
saving or investment has taken place. In the case of saving 
taking the form of a subscription to the capital of a new 
company, it is necessary to enquire whether the purpose of the 
issue is the transfer of ownership of an old investment, or the 
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acquisition and organisation of new investment goods into a 
business. In this respect what is true of a Crusoe is true of a 
community. A community can save only by using resources 
to make goods which will produce goods in the future, instead 
of using them to make goods for current consumption. 

From this two highly important conclusions follow. One we 
have already arrived at—savings must equal investment. The 
second ioWowsiiomtWfost—^t\ie processes oi savings ^ndmvesl- 
mg mnsl go on s\nvn\\.aneons\y. TYiere can be no question of a 
community saving first and then investing. An individual can 
do this, but not the community. 

Savings and investment so defined must therefore be identi¬ 
cally equal in all circumstances, and there can be no question 
of them being equal at a price, that is, a rate of interest, as in 
the case of supply and demand for a commodity. 

Yet this equality of savings and investment is the result of 
two different sets of decisions—a set of decisions to save and a 
set of decisions to invest. If all people saved and invested 
their own savings, the matter would be simplified, but there 
are many who save and do not invest, i.e. do not buy producers* 
goods, and there are others who invest but do not save. The 
latter group borrow the savings of the first. The further 
explanation of the causes of this equality must, however, be 
postponed for the moment while we explore the basis of 
decisions to save and to invest. 

Saving is Abstention from Consumption 

Saving, whether for the individual or the community, is the 
difference between earnings and consumption. Consequently, 
we can consider the problem from two opposite angles, from 
that of willingness to consume or from that of willingness to 
abstain from consumption. It was willingness to abstain from 
consumption which first received attention from economists, 
and Senior defined a third factor of production to rank along¬ 
side land and labour which he called Abstinence.** Capital is 
created through saving by those who abstain from consump¬ 
tion. To induce them to undertake the unpleasant task of 
reducing their consumption, some reward has to be offered 
to those who abstain, and so Senior arrived at his theory of 
interest. 
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Later writers developed this idea, but instead of envisaging 
savers as f(;rgoing consumption, thought of them as postpon¬ 
ing ronsiimption. So wc got a succession of “ agio,” or Time 
Prefen nee theories, which pictured an individual as trans¬ 
ferring consumption from the present, decreasing consumption 
inconu! now and increasing it at some future time. 

In order to do tliis the individual has the choice of collecting 
a stock of c(jnsum})tion goods which will actually be consumed 
in t!u‘ futun*; of collecting a store of money which it is intended 
to s])en(l on consumption goods in the future; of buying an 
asset which will directly produce income for consumption in 
th(‘ futuri?; and finally of lending money on terms which 
j)rovi(le for pi'riodical payments of interest. 

file first of th(‘se is a favourite of many of the early writers 
on ca])ilal and interest; there is Koschcr’s fisherman who saved 
ii]) salted fish until he had enough to live on while he built a 
boat and madt* a net. The second was the method of the rich 
mi'i chant of the sevcaiteenth century who, when he retired from 
busiiu'ss, took with him a stock of golden guineas on which he 
proposed to live for the rest of his life. It has been the tradi¬ 
tional method of saving of peasants the world over, until the 
pri'sent time, file third nu'thod is that of purchasing a house 
to ]>rovide a ri'al income or some productiv^e asset which will 
])rovi(le an increment to money income. The fourth method 
redistributes inoiu'y income through time. 

Individual Saving and Communal Saving 

If an individual acc()m|)lishes any one of these actions, then 
from his tiwn point of view he has saved, but from the com- 
nninal vii'W-point this is not necessarily so. In the first case, 
where consumption of actual goods is postponed, there has been 
no addition to ca])ital as we redefined it in the last chapter. The 
hoarding of moni'y merely transfers the stock of money existing 
in the community from one set of hands to another. In the 
fourth case we have to wait ami see what the borrower does 
with the loan before we can tell whether there has been any 
adilition to the assets of the community. From the communal 
point of view, the only acts of saving are therefore those which 
result in the ]uoduction of new assets, i.e. which arc at the 
same time investments. 



XVI] INCOME, SAVING AND INVESTMENT 239 

When we are dealing with the time preference view of saving, 
we are dealing with the sums individuals would like to save, 
and the total of these sums has no necessary connection with 
what they actually do save as a community. We cannot speak 
of what people would like to save in the abstract, we must 
relate it to the incomes from which the saving must take place, 
and this presumably is the income which people expect to enjoy 
in the period for which they arc planning. They are looking 
ahead, three months, six months or a year, and during that 
period they expect their incomes to be so much, and out of 
those incomes they intend to save so much. 

Willingness to Consume 

The second method of thinking first of the part of income 
which is consumed and then of savings as the unconsumed 
balance is that of Lord Keynes, who discusses the propensity 
of people to consume a certain proportion of their income. 
The proportion of income consumed decreases with an increase 
in income, so tliat altlioiigh people do consume more if income 
is larger than if it is smaller, the proportionate increase in 
consumption is less than the proportionate increase in income. 
Similarly, wlien income falls people reduce their consumption, 
but not in proportion to the fall in income. 

This proposition is probably more accurate when expressed 
in terms of real income rather than of money income. People 
have an accustomed standeird of consumption which they 
endeavour to maintain. If the prices of commodities rise at 
the same time that money income increases, and it so happens 
that the higher money income will buy the same collection of 
goods and services as before, but at higher prices, then there 
would be no reason to suppose that the proportion of income 
consumed would change, whether measured in money or in 
other terms. If changes in commodity prices and in money 
income do not compensate, the proportion of income consumed 
will be different according to whether the computation is made 
in terms of money or in *‘real ” terms. To avoid this difficulty, 
Keynes measured both income and consumption in terms 
of a wage unit, i.e. the price of a standard quantity of 
labour. An alternative would be to use consumption units or 
standard parcels of goods. 
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Does the Rate of Interest affect Savings ? 

The exponents of the Abstinence and Time Preference 
theories of interest considered that the quantity of savings 
varies with the rate of interest, and that change in the rate of 
interest was the chief cause of such variations. They admitted 
that tiKTC would be savings even if the rate of interest were 
zero, but they did not explain why some people always save 
in sucli a way as to earn no interest even w4ien they could 
obtain an income from their savings. Yet they were willing 
to draw an upward sloping supply curve for savings, showing 
savings incn'asing with the rate of interest. 

If we consi(l(‘r tlu‘ pnjbable behaviour of various types of 
sav(‘r, the justification of such a curve appears extremely 
doubtful. Savers may be grouped into three broad classes: 

1. 'rii(‘ small “ rainy-day " savers. 

2. rh(‘ savers who wish to provide for old age, retirement or 

for dejx'ndants after the death of the saver. 

3. 'rh(‘ “ automatic savers, corporations and the very rich. 

d he llrst of these groups are savers for emergency, and such 

motives iullueiu'e the majority of savers in some degree. Even 
the very rich will find it convenient to have funds in some form 
where they are readily accessible to cover unexpected expendi¬ 
ture. fhe savings of the small man will consist entirely of 
enK'rgiMicy reserves, and the sums involved will be too small for 
any interest ri’ceivi‘d to make a significant addition to income. 
In all cases of such reserves it is the capital sum available which 
is important, and the rate of interest will not affect the amount 
in a significant degree. 

I he second group are saving with a future interest income in 
vit'w, aiul it apjiears e(|ually arguable that on the one hand they 
will be ('iicoiiraged by a higher rate of interest to secure a bigger 
future income, or that they will take atlvantage of a high rate 
of interest to secure the desired income with less saving. 

In the third group the automatic savings of rich men result 
fnun the tendency to maintain a constant standard of con¬ 
sumption. fhe balance of income is saved. Corporations, too, 
tend to maintain a customary level of dividends and to place 
the balance to reserve; that is, they enforce savings on their 
shareholders. 
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It is the last of these groups which, in fact, will provide the 
bulk of saving. In the first group the rainy days occur against 
which provision is being made, and the total saving probably 
remains tolerably constant, or at least stands in a fairly con¬ 
stant relation to income. Similarly with the old-age type of 
saving. Young people are adding to the pool and old people 
are withdrawing from it. The pool will grow with growth in 
the income of the community, and again bears a fairly constant 
relation to income. The third item, we have seen, varies with 
income. 

The result, then, of this attempt to connect the amount of 
saving with the rate of interest has been to confirm the view 
that communal savings depend primarily on communal income. 
We can, if we wish, express savings as a function of income, but 
as savings are equal to the difference between income and con¬ 
sumption, and we require the relationship between income and 
consumption for another purpose, it is more convenient to 
concentrate on the portion of income which is consumed rather 
than on the balance which is saved. 


Investment Opportunities 

In the previous chapter we did some violence to popular 
usage, and defined an act of investment as the purchase of an 
asset which is expected to yield either a service or a product in 
the future. Thus, in our terminology the purchase of a secu¬ 
rity is not an investment; it is one way of making a loan. The 
true investor is the seller of the security, or the borrower, 
provided he uses the proceeds for the acquisition of assets, and, 
in general, securities arc issued and loans made with a clear 
understanding as to what is to be done with the proceeds. 

An asset is purchased because it is believed tliat over a 
period of time it will produce a certain income, and the pros¬ 
pects of that income are considered to make it worth-while to 
incur the cost of the investment. 

There will at any time be numbers of opportunities to use a 
capital asset for the purpose of deriving an income. There will 
be possibilities of using capstan lathes for making fuse mechan¬ 
isms, or parts of vacuum-cleaners, or cigarette-lighters; building 
materials may be used to build houses, or cinemas, or factories. 
The Government might decide to use the output of electrical 
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apparatus to electrify the main-line railways of the country or 
to (Unvote a large part of the steel output to building road 
])ri(lgcs over the various estuaries round our coasts or to divert 
mat(‘rials from the motor industry to the supply of air-condi¬ 
tioning plant for all houses. 

All sorts of projects are technically possible, but the value 
of the services or products each of them can produce might 
represent a wide variety of rates of return on the cost of the 
investment. Thus, an investment of £i million in cinemas 
might bring in a return of 100,000 a year or 10 per cent., 
wliile if invc'sted in the electrification of railways it might give 
a return of 5 jier cent., and when invested in a road bridge a 
return of only 2 jier cent. The percentage which the expected 
income bt'ars to the cost of the asset is termed by some writers 
th(^ “ Kate of Kedurn over Cost and by others the Marginal 
Krii('i('n(:y of ('apital.'" 

f'urth(‘rmore, although the investment of £l million in 
cinemas might bring in 10 per cent., the return to a second 
million might be something less. There would be diminishing 
returns to investment. Similarly, while the electrification of a 
busy railway rout(‘ might earn 5 per cent., the next choice 
might bring a small(*r return, and there might be some small 
brancli liiu‘s where the return to the investment would be 
negligibli*. 

So it would be ]M)ssible to arrange investment opportunities 
in a des('ending order of rate of return over cost. Clearly it 
will 1 k' possible* to find a larger number of opportunities of 
invc'sting capital to jiroduce 10 per cent, than to produce 20 per 
('ent., and many more which can produce 1 per cent, than can 
j>rodiii'e 10 per cent. The .schedule of rates of return over cost 
will tlu'relon* show smaller (quantities of capital for high rates of 
return and large ciuantitiesof cajiitalshowinglowratesofreturn. 

W’e shall therefore have an inverse relationship between rate 
ot return over cost and (quantity of new investment, which when 
qdotted will give a curve that sloqx^s downward from left to right 
lik(‘ad('mandcurve. It is indeed very like the curv^e of demand 
tor caqiital bas(*d on the marginal q)roductivity of different 
(quantiti('s of qirodiicers’ goods as used by many writers. We 
have ourselvc's used a demand curve of this tyq)e for labour and 
land. Why do we not do the same for capital? 
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Marginal rates of return over cost or marginal efficiencies of 
capital depend on the marginal productivities of producers* 
goods, but are not identical with them. Marginal productivity 
is a measurement of the short period, ideally a measurement 
taken at the present instant of time. Its value depends on the 
particular diminishing returns law which is true at the moment. 
The marginal efficiency of capital now depends, not only on the 
marginal productivity of capital goods now, but also on what 
the marginal productivities of these same goods will be at 
every stage during their life until they are worn out or obsolete. 
Investment is undertaken, not merely in the light of existing 
conditions, but in the light of all the prospects of return from it. 

Furthermore, we considered the return to labour and capital 
as certain, though this is not strictly accurate. The results of 
processes which are taking place at the present moment are not 
exactly predictable ; outputs may be more or less than is 
expected. When, as with the marginal efficiency of capital, 
we are concerned with estimates of what marginal productivi¬ 
ties will be over a period of years, the outcome is still less 
certain. The complications arising from this cause we shall 
deal with in the next chapter. 

Looking Forward and Backward 

We must now make some comparisons between these 
accounts of willingness to save and to invest. 

The Time Preference Theory of Saving attempts to forecast 
savings. It tells what savings people would like to make, but 
neglects any possibility that the effects of one person's endea¬ 
vours to save may defeat the intentions of another. It is the 
total of what separate individuals would like to save if their 
incomes should reach the expected level. If incomes for some 
reason do not reach this level, then savings also are going to be 
less than was expected. 

If we think of saving as what is left over after willingness to 
consume has done its work, we may be either forecasting or 
recording a result. If we say we expect income to be so much 
during the next year, then propensity to consume will tell us 
how it will be divided between consumption and saving. 

The schedule of marginal efficiency of capital is also a fore¬ 
cast ; we stated it in terms of expected returns. The forecasts 
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which form the basis of willingness to save and willingness to 
invest are made on different grounds and by different people, 
so there is no reason to expect that the amount people will wish 
to save in a given set of circumstances will equal the sums 
j)ec)ple wish to invest in those circumstances. 

These concepts of saving and investment have been termed 
ex ante saving and ex ante investment respectively. As we 
have defined ex ante saving, it can be represented as a schedule 
of quantities of saving which people will be willing to make at 
eacli of a scale of values of expected income. The time prefer¬ 
ence tlieories also made ex ante estimates of what savings would 
b(? for each it(‘m of a scale of interest rates. Ex ante invest¬ 
ment is again the schedule of quantities of investment people 
will be willing to make at each of a scale of expected marginal 
efficiencies of capital. There is therefore no necessary equality 
b(‘tween savings and investment viewed ex ante. 

If, however, we look back on a period of time, we know that 
the sums which have been invested in that period must be equal 
to the sums which have been saved in that period. This comes 
about because, although people may attempt to save by acquir¬ 
ing cash or old assets in the possession of other people, the only 
effective acts of saving are the acquisition of new assets; that is, 
ac'ts of investment. 

'flu'se an' cx post saving and ex post investment, and they are 
not sclieduli's but single quantities. They are the records of 
what actually took place during the period under review, and 
are necessarily equal. 

Savings and Interest 

This discussion of savings and investment has given us no 
clue as to the nature of interest, apart from the negative con- 
t'lusit)!! that it is not the reward for saving. \\T have failed to 
find any causal relationship between interest and saving such as 
wi' liave foiuul elsewhere between supply price and quantity 
supplied. 

Oiu* possible line of investigation did, however, show itself. 
The savers and the investors are not necessarily the same 
people, and in order that the savings of one person may be 
available for investment by another, it is necessary that the 
saver should make a loan to the investor. Savings are earnings 
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which are not spent on consumption, so they accrue in the first 
place in the form of money. We may therefore find the answer 
to the question, " For what is interest a payment ? ” in the 
terms on which people are willing to make loans. Before we 
can do this, we must first investigate some of the properties of 
money. 


More Advanced Reading 

Hicks, J. R. : Value and Capital, Chap. 14. 
Keynes, J. M.: General Theory, Chaps. 7-12. 
Mykdal, G. : Monetary Equilibrium, Chaps. 1-5. 



Chapter XVII 

invj:stmknt. kisk-bearing and profit 


\Vi<: must now develop the picture of the process of investment 
wlii('h we sketch(‘(l rouf^dily in the previous chapter. Invest- 
iiKuit consists of the acquisition of producers’ goods which it is 
l)elieve<i will |)roduce during their lifetime an income, the 
])r(\s('nt valu(‘ of which is not less than the cost of the invest¬ 
ment at the time it is made. The investment may take the 
form of pun hasi* by a merchant of a stockof a commodity which 
III* hopes to S(‘ll for a sum greater than its cost to him, plus 
all th(* expenses for purchase, handling and resale involved. 
Alternativ(‘ly, it may take the form of purchase of materials 
by a manufacturer who expects, from his activities, a surplus 
over and above the ex[)ens(‘s of all kinds which he incurs, plus 
a nunnneration for his own personal activities. Again, the 
invi'stmeiit may be in a piece of durable equipment, or a 
building which is (‘xpected to yield during its lifetime a series 
of instalments of income which in total will exceed the original 
])aynu‘nt f(»r the asset. 

Investnu'ut is undertaken, tluuehue, in expectation of a 
('ertain (|uantity of net receipts, whether these accrue as a 
single sum as in our first and second instances, or as a series of 
instalments over time as in the third. The explanation of the 
amount of this iu‘t receipt and the relation between that 
amount and tlu* size of the investment has traditionally been 
termed the theory of profit, but although writers on this subject 
have been fairly well agreed on the quantity they were explain¬ 
ing. tlu‘y have differed considerably in their views of the nature 
of the payment and the identity of the recipient. The differ¬ 
ences have been attributable to differences in the organisation 
of industry in the economic systems with which the various 
writers were acquainted. 
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Theories of Profit 

The English Classical School of writers originally identified 
these net receipts with the profits of stock,'' and regarded 
them as the return to the owner for the use of his capital, but 
one by one certain elements were eliminated from it. It was 
pointed out that the profits of stock so defined commonly 
included the wages of superintendence of the owner-manager 
of the business and also a payment of interest on the capital 
employed, because in the English nineteenth-century business 
world management and capital were usually provided by the 
same persons. Still, from this attempt to explain profit wc 
derive one relevant idea. Profit is a contingent reward and not 
a contractual one. Its amount depends on the success of the 
operations from which it is derived. 

A further attempt to explain profit concentrated on the 
function of the entrepreneur, the individual who sees an invest¬ 
ment opportunity and organises factors of production to take 
advantage of it. A further examination of the functions of tlie 
entrepreneur showed flaws in this theory. In a world where 
there was no change, wliere economic processes repeated them¬ 
selves year after year, the problems of initiation and co-ordina¬ 
tion of production, which are the business of the entrepreneur, 
would not arise. There would be no particular advantages 
in the entrepreneur form of organisation, and producers’ 
co-operatives and consumers' co-operatives would be easy 
to organise and equally efficient in all lines of production, 
instead of, as now, being confined to certain fields of 
activity. 

The functions of the entrepreneur arc therefore concerned 
with the uncertainty of the future, so that it appears that 
profit has something to do with the risks and uncertainties 
which arise from the fact that the future is unknown. A 
further difficulty arises, however, in that it is not easy to identify 
the entrepreneur in the contemporary organisation of industry 
and commerce. The initiation of new enterprise is commonly 
undertaken by a financial house, which specialises in floating 
new companies with the object of selling them to the public if 
they are successful. It does not expect every venture to be 
successful, but looks to make sufficient profit on some of them 
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to cover the cost of all its operations and leave an adequate 
margin of net receipts. The actual conduct of production is, 
under contemporary conditions, largely organised by paid 
managers who may have no financial interest in the concerns 
th(.'y manage, and who earn a salary which is connected only 
in the broadest fashion with the success of the concern. 

Investments and Loans 

At this point let us return to the distinction we have made 
l)elwe(‘n inv(‘stment and the making of loans. If we think of 
invest mi nts as purchases of physical assets, i.e. of producers’ 
goods, and of all transfers of funds from private accounts to 
busiiu'ss accounts, which are not payments for goods and 
scu vices, as loans, we shall be separating two quite dissimilar 
fuiu'tions and achieving a clearer view of a matter which has 
long ])resent(‘d a confused appearance. We shall regard all 
those titles to wealth, or securities, which are popularly termed 
investuKuits, as acknowledgments of loans. I'lie private 
( itizen who buys shares in an industrial concern may be 
“ making an investment ” when looking at the matter from his 
own point of vi(‘W, since he has provided himself with a poten¬ 
tial source of income, but, from the point of view of the com¬ 
munity, all that has happened is that ownership of a loan has 
changetl hands. 

Our study of the relationship between the amount of invest¬ 
ment and the size of the stream of income which results from it, 
we shall term the theory of profit, and the relationship between 
the sizt' of a loan aiul the annual payment made for it, we shall 
term the theory of interest. In the present chapter we shall 
be conceriu'd with the first of these problems. 

Risks of Investment 

fhe conduct of any business activity involves investment 
which is attended by risks of events happening which will 
make the results of the undertaking differ from what was 
expected when the investment was made. We commonly 
associate the term risk with the possibility of the occurrence of 
an unpleasant event, but here we are really concerned with the 
possibilities of the results of investment differing from the 
expected result in either direction. All forms of property are 
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subject to risks of “ fire, flood and tempest, acts of God, King's 
enemies and civil insurrection " as the insurance policies say. 
Many kinds of plant are subject to explosion risk; the physical 
results of no industrial process are absolutely certain, and in 
addition there are the economic risks: that demand will differ 
from that which is forecast; that technical change will render 
the methods of production obsolete and possibly cause the 
producers' goods in which investment has been made to be 
worthless; that price changes of factors, materials or products 
will alter the financial results of the operation from that ex¬ 
pected. Not all these risks are necessarily associated with 
profit, and we must classify them and eliminate those which are 
not. It is possible for an enterprise to reduce some of these 
risks to negligible proportions, and to replace a possible source 
of loss by the certainty of a known cost. 

If in a competitive market some form of production were 
completely free from risks (that is, the results of investment 
were absolutely certain), the total receipts from the sale of out¬ 
put would be just sufficient to pay all factors of production 
their market prices without any surplus. Each producers' 
good used in the process would, during its lifetime, produce a 
sum sufficient to repay the loan which was raised to purchase 
it, together with interest at the rate for perfectly secure loans 
ruling in the market. In a world in which tliere arc risks, 
firms will buy producers' goods if they consider that the income 
from them will suffice to pay off the loan they had to raise; to 
pay the higher rate of interest lenders will demand because the 
loan is risky; and, above that, to leave a surplus which makes it 
worth-while running the risk that the income will not in fact 
suffice to allow them to pay their obligations. 

Classification of Risks 

There are three general methods of dealing with risks, and 
these afford a convenient basis of classification: 

(1) Risks may be cancelled by offsetting opposite risks. 
Sometimes it is possible for the risks themselves to cancel out, 
or, if the number of individual risks to be borne is large enough, 
it may be possible to calculate the mathematical probability of 
the event whose occurrence is feared. 

(2) Some risks, although not exactly calculable, may be such 



250 AN INTRODUCTION TO ECONOMIC ANALYSIS [Ch. 

that persons with special skill in, or liking for, risk-bearing may 
be willing to assume them. 

(3) There remain the residual risks, which must be borne 
by those who conduct the enterprise. 

Each of these three classes may be further subdivided, and 
we will now consider some of the chief methods of providing 
for risks in common use. 

Elimination by Organisation 

.Sometimes it is })ossible to arrange the organisation of a firm 
so that risks arc eliminated. In such cases the risk can gener¬ 
ally l)e estinuited fairly accurately, and it becomes a question 
wh(‘th(‘r the cost of the reorganisation is more or less than the 
probahk? loss, if no effort is made to eliminate the risk. In a 
shop tlu‘n‘ is th(‘ risk of theft of goods by customers. It has 
been said that in certain London department stores such 
tlu fls amount to 5 per cent, of turnover. This loss could be 
^n‘a(ly reduced if tlie freedom of customers to examine goods 
\v('re restricted; but it is considered worth-while to incur the 
loss through theft rather than to suffer the fall in turnover 
which would follow from restriction of display. 

W'Ik'u consider ing degrees of division of labour, we encounter 
cases where risks attaching to production, like weather risks in 
farming or risks of changes in demand, lead to an organisation of 
|)ro(iuction which, although not the most efficient from the tech- 
nic al point of view, is nevertheless the cheapest in the long run, 
Ix'cau.se it is readily adaptable to meet changes in circumstances. 

Sonu‘tinu‘s there are t'conomies of size to be found. From 
llu' law of large numbers, we know that the larger the number 
ol case's liable to a certain occurrence we take, the more 
acc urately can the' number of cases in which the event actually 
oc'c'urs bc' calculated, rims, in bottling champagne a certain 
numbc'r of bursts occurs. Tlie proportion of burst bottles can 
bc' c'slimatc'd from past experience. The larger the bottling 
plant, the' more closely does the realised number conform to the 
probable number. \\'here the occurrence of an event can bc 
calculated preci.sely or estimated empirically, it ceases to be a 
risk and becomes a cost. The loss on the bottles of champagne 
which burst is part of the cost of production of the bottles 
which do not burst. 
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An element of risk remains, however. It is, that in a par¬ 
ticular enterprise the number of bursts will exceed the proba¬ 
bility.'* If a penny is tossed, the chance of it coming down 
“ heads " is one in two, or a half. This is termed the “ proba¬ 
bility " of the event of a head turning up. If a dozen tossings 
were made, the number of heads might be more or less than six; 
it might be nil, or it might be twelve. If we did a thousand 
sets of twelve tossings, some cases of no heads and others of 
twelve heads might turn up, but cases of six heads would be in 
the majority. As we increased the number of tossings in each 
set, the more closely would the results conform to the theoreti¬ 
cal probability of one-half heads. If we did a thousand sets of 
a thousand tossings, the majority of sets would differ little from 
five hundred heads. The case of a thousand heads is not 
impossible, but the chance of it occurring is very small. The 
risk involved in such cases is that the realised result will differ 
widely from the expected result; the chance of this becomes 
smaller and smaller as the scale of operations is increased. 

Insurable Risks 

If a risk is calculable there is the possibility that insurance 
against it may be organised. But before a risk becomes in¬ 
surable, it must fulfil the additional condition that insurance 
of it will not greatly increase the probability of its occurrence. 
Ideally, the insuring of a risk should not make the occurrence 
of the event more frequent, but of all the risks insured against 
the Jupiter Pluvius policy alone conforms to this standard. 
Life insurance conforms approximately; for though rare, it is 
not unknown for an individual to commit suicide in order that 
someone may benefit from insurance policies, and criminal 
records provide other evidence. Insurance against fire, sick¬ 
ness, unemployment and motor-car accidents all require 
stringent safeguards to prevent fraud. 

The insurance company operates through an application of 
the law of large numbers. The period of life before any one 
man of, say, thirty-five is quite incalculable, the risk of hardship 
for his dependants in the event of his early death is great, but 
the proportion of all men of thirty-five who will live to be 
thirty-six, or forty, or seventy, or any other age can be esti¬ 
mated quite accurately from the available data. An insurance 
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company uses the data of the mortality tables to calculate rates 
at whicli provision for an early demise can be made. The risk 
to individuals has been turned into a virtual certainty for the 
company tliat it will have to pay certain sums per annum on 
its policies. The risk for the company is that it will not get 
enough individual risks for the law of large numbers to 
operate. Cons(‘(iuently, its payments may exceed the “ prob¬ 
able '' amount. Insurance can be applied to any field of risk 
when! there is available data which can be analysed with the 
h(‘lp of th(! thc'ory oi probability and where the introduction of 
insurance will not greatly alter the nature of that data. 

Transfer to Specialists in Riskbearing 

Some risks cannot be reduced to an actuarial computation, 
and so are not insurable; but it may, nevertheless, be possible to 
arrive at a subjective estimate of the degree of risk involved. 
Provi(k‘d that the ('ircuinstances in which the risk occurs are 
outside the control of the person running the risk, we have a 
held for th(‘ ])rof(‘ssional risktaker and possibly for a market in 
risks. Risks of lliictuations in the prices of particular com- 
in(Kliti(‘s are of this type. Merchants who have to carry stocks of, 
say, cotton, wheat, or copper, are subject to the risk of a change 
in ])ric('s. They are performing merchanting services, and will 
look for th(ur remuneration to the margin between the prices 
at which they buy and sell, and they do not, in general, wish 
to run the risks of price fluctuations. There will be other 
p(H)]de handling the commodity, manufacturers who use it 
]M'rha]>s, who will enter into contracts to supply their product, 
and wlio in turn do not wish to bear risks of fluctuations in the 
prict' of their raw material. The first set of people will be 
willing to enter into contracts to sell a quantity of commodity 
at some future date, while the second set will be willing to enter 
into contracts to buy at .some future date, at a prearranged 
price. 

hor the convenience of such people the exchange handling 
the commodity often institutes a “ futures contract,'’ which is 
a contract to buy a fixed quantity of a prescribed grade of the 
commodity, at an agreed price, at such and such a time in the 
future, llie contracts may be made invariably for the same 
periotl ahead, as in the case of non-ferrous metals, or contracts 
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may be made for any number of months, with an upper limit, 
as was formerly the case with cotton and wheat in this country. 
Such a practice is possible only when the commodity is so 
standardised that any sample of it can be allocated to one of 
a few carefully specified grades. Such contracts can be resold 
and may change hands many times. 

In pre-war days, when the Liverpool Cotton Market was 
open,^ a cotton merchant collected his stock of cotton during the 
autumn and early winter and “ hedged ” the lot, as he would 
term it, by making contracts to sell on various dates up to a 
year ahead. As he sold cotton to the spinners, he undid his 
hedge by buying contracts to receive cotton for the same dates 
as those on which he had contracted to sell. He bought one 
contract for every hundred bales of cotton he had sold from 
his stock, and when the time came for him to fulfil his forward 
contracts to sell, he did so by handing over contracts entitling 
the holder to the agreed amount. 

There was thus a considerable trade in these futures contracts, 
although in the case of cotton no spinner ever thought of buying 
his cotton in this way, the reason being that spinners require 
large quantities of particular grades of cotton. If he used the 
market in futures contracts, he could not be certain of getting 
a single 100-bale lot of the grade he required. He was therefore 
willing to pay the merchant a small margin of profit for collect¬ 
ing large quantities of the grade he needed and storing it until 
he wanted it. The merchant performed this service at a cost 
of a small fraction of a penny per pound, and used the futures 
market for hedging, so that a change in price should not wipe 
out the small margin of profit on which he ran his business. 

Now there was no assurance that the demand to make con¬ 
tracts to sell, in order to hedge merchants* stocks, would be 
equal to the demand to make contracts to buy. When the 
new crop was coming on to the market and merchants were 
collecting their supplies for the year, the spinners did not know 
the extent of their requirements, and there was likely to be an 
excess of contracts to sell. In such a situation professional 
speculators stepped in and accepted the merchants* offers, 

^ Since the above was written the Liverpool Cotton Market has been re¬ 
opened. Modifications have been made to meet chanf(ed circumstances, but 
the principles on which it operated are substantially unchanged. 
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trusting they would be able to sell their contracts at a profit 
at a later date. Similarly, they were willing to make contracts 
to sell cotton they did not possess, in the hope of being able to 
buy later at a price which would show a profit. Such men 
concentrated tlieir whole efforts in estimating the future trend 
of prices. If they were skilful they made a profit, and if they 
we re unskilful they went bankrupt. On them fell the major 
part of the business of bearing the risks of price changes, and 
their j)rorits were their remuneration for performing this service. 
It paid tluun for llie expenses of collecting the necessary infor¬ 
mation and for tlie labour in estimating risks. Part of their 
])rolit came out of the losses of amateur speculators, who as a 
body always lose. 

h'or t(?chnical reasons, which we cannot go into here, some 
risk had still to be borne by the merchants and spinners, but 
the major part was borne by the professional speculator, who 
was always willing to take over, at a price, a risk of the type 
in which he was a specialist. The merchant or manufacturer 
was thus enabled to contract out of most of the risk and to 
rei)lace a contingent loss by a cost item. 

Risks of Long-term Investment 

W'lieii a decision is made to acquire some durable income- 
producing asset, a certain return, which can be expressed as a 
]H‘rccntag(* rate of return over cost, is regarded as probable. 
Put th(U'e are chances that the actual result, in a particular case, 
may differ substantially from that wliich is regarded as 
probable in the liglit of experience of this type of investment, 
rile circumstances on which these probabilities depend may lie 
on the side of demand for the products which the assets are 
desigiu'd to juoduce. If investment is being made in equip¬ 
ment to produce a new product, forecasts of the demand for it 
may either exceed or fall short of the result achieved. If it 
is to make a product with an established market, there is the 
p(\ssibility that the demand for the product may change. Then 
with new products, or with new processes for making old ones, 
there is the possibility that it will be impossible to translate 
ihe process from laboratory scale to works production scale. 
The process itself may be subject to imperfectly controlled 
variations, a common feature where agricultural processes are 
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part of the production scheme. In mining, the deposits to be 
exploited may prove to be more or less extensive, or more or 
less accessible, than was originally estimated. 

We can arrange investment opportunities in order of riski¬ 
ness. Thus, some opportunities may offer a high chance of a 
moderate rate of return, slightly smaller chances of somewhat 
bigger and somewhat smaller returns, and little or no chance of 
either a total loss or a very large return. Other investments 
may offer a moderate chance of a very large return, little or no 
chance of a small return, and a high chance of a total loss. 
This is an investment of the hit-or-miss type so often found 
among mining ventures. They tend to be either great suc¬ 
cesses or complete failures, mediocre successes not being 
numerous. 

In general, more people will be willing to take the safer 
opportunities for investment and, as larger quantities of the 
kinds of producers' goods needed for these investments are 
made, their marginal products will diminish and the rate of 
return over cost will fall. So the probable return will tend to 
be smaller in safer investments than in risky ones. 

The investment in a collection of producers' goods to make 
a certain product, or an investment opportunity as we have 
termed it, will not offer one definite rate of return. Instead, it 
will offer a range of rates of return, each of which has attached 
to it a certain probability, which can be expressed as a vulgar 
fraction. The total of all these fractional measurements of 
probability is unity, for it is certain that one of all the possible 
chances must turn up. The rates of return vary, from com¬ 
plete loss of the whole investment, through partial return of 
the cost of the investment, to whatever positive rate we may 
think to be the maximum possible. Of all these rates one will 
have a bigger chance than all the others of turning up, and this 
we call the probable rate. 

Risks of Making Loans 

To make these investments, businessmen and firms will 
require loans and, without anticipating our discussion of the 
price of loans or interest, we can classify loans according to 
risk involved in a manner similar to our classification of invest¬ 
ments. Even where loans are made at an agreed rate of 
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interest, the chances of interest being paid as it falls due and of 
repayment being made on the due date are not everywhere the 
same. l^irtluTinore, loans are made on terms which leave the 
annual interest payment conditional on the success of the 
venture. 

A glance at a few pages of the Stock Exchange Year Book 
will establish two facts about the rates of return yielded by 
securities, h'irst, the same company will be obtaining some 
Uxins on very different terms from those on which it obtains 
others. On some of its capital it may be paying little more 
than the rati^ obtainable by purchasing Government securities, 
for som(‘ it may be paying 2 per cent, above the “ gilt-edged 
rate, and on the remainder, if it is a successful company, it may 
be paying a very much higher rate of return. The proportion 
of capital falling into each of the various classes will vary from 
one type of enter])rise to another. 

S(‘coudly, we shall find large differences in the dividend rates 
])aid in dilh reiit types of enterprise. A careful examination of 
the records of a number of companies of each type over a series 
of years may show that in those types of enterprise, where 
relativady large dividends are paid by some companies, the 
number of failures or of companies which manage to keep alive, 
l)ut which rarely pay anything to shareholders, will also be 
higher than normal. If, in a particular line of production, a 
large ])roportion of cases of unusually high rate of return is 
offset by a large pro{X)rtion of cases of small or zero return, 
it may be that the average return is no higher than that 
obtainable (dsewhere. 

riie explanation of both these types of difference is to be 
found in the differences in risks borne. The shares issued by a 
public company fall into tliree general classes, though each class 
may have several subdivisions. First, there are the debentures 
which bear a lixetl rate of interest. The payment to the 
debenture-holders is a contractual payment, and the claims of 
this class of shareholder have preference over those of the rest 
in the event of liquidation. They can force the company into 
liquidation if their interest is not paid, but, on the other hand, 
they have no share in any increase in the prosperity of the 
company. 

riie next type of share is the preferred ordinary. Again, it 
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generally bears a fixed rate of interest, tliougli cases of rights 
to a limited participation in the balance of profits remaining 
after all contractual payments have been met are not unknown. 
Sometimes dividend rights are cumulative, so that if distribut¬ 
able profits in one year arc insufficient to pay the preference 
dividend, the amount unpaid is carried over as a charge against 
future profits. Nominally, at least, the claims of preference 
shareholders have priority over the third class in case of 
liquidation, but this right is frequently worthless, for by the 
time the position of a company has become so hopeless that 
winding-up is contemplated, there is nothing left for the 
preference shareholder. Indeed, experience has shown that 
the position of holders of this type of security is weak. They 
do not share in the large profits of good times, and if the 
venture is unsuccessful they have often suffered as severely as 
those who would liave benefited most if the venture had 
succeeded. 

For the third group, the ordinary shares, there is no guaran¬ 
teed rate of return, and the holders may be described as the 
residuary legatees of the productive process. Their claims are 
not considered until all wages, rents, payments for materials, 
stores and replacements and all fixed interest payments have 
been met. If the concern succeeds, their reward may be high, 
if it merely keeps alive they will get little or nothing. The 
rate of dividend paid on ordinary shares will consequently vary 
witli changes in general business activity, although the policy 
of paying out less than the circumstances permit in good years, 
in order to create reserves to augment dividends in bad years, 
modifies the effects of the trade cycle to some extent. But 
besides receiving the balance of net receipts apart from the 
sums put to reserve, the ordinary shareholder bears the residue 
of the risk, which has not been eliminated by organisation, or 
turned into a cost by insurance, or by transference at a price 
to professional risktakers. The question which the prospec¬ 
tive lender should decide is whether the prospects of return 
are an adequate remuneration for the risks which he has to 
bear. 

The demand for loans will therefore be stratified in a fashion 
which is closely related to the risks of the investments in 
producers* goods for whose purchase the loans are needed. 

I.E.A.— 9 
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Supply of Loans not Homogeneous 

The supply of loans will be stratified also. The supplies 
affected will primarily be those available for long-term borrow¬ 
ing, though there will also be specialised pools available for use 
in the speculative markets in both commodities and securities. 
The funds available for purchase of long-dated and perpetual 
securiti(‘s consist in part of funds whose owners seek for security 
first and income second. At the other extreme there are those 
who are willing to undcTtake a large number of very risky loans 
in the lK‘lief that, by careful selection, a sufficient number of 
succ(*ssful ones can be picked to give a greater return on all the 
loans taken together than if a selection of safer projects had 
b(‘en made. In between there are people of varying degrees 
of caution. T'he (l(‘mand for loans, or what is the same thing 
th(‘ off(‘r of s('curities, is also graduated to meet different tastes 
in riskbearing, and rates of return will be established which will 
giv(‘ equilibrium in each market separately. 

TTi(‘ funds available for a particular type of loan do not 
remain a constant portion of the total of loanable funds. At 
times buyers of securities as a whole are more optimistic than 
at otluM's, and the prices of more risky securities are bid up so 
that the rate of return on the price paid falls. At times when 
they are more timorous, funds will turn towards safer securities, 
and although in such a period even the prices of gilt-edged 
si'curities are likely to be falling, they will not fall so drastically 
as the prices of the more speculative ordinary shares. 

We must not therefore apply, too literally, the rule that the 
return to similar units of a factor of production should be the 
same in the long run. The return to the purchase of securities 
of all ty]X's would be the same if funds could flow freely from 
one market to another. This is not the case. There are legal 
barriers in the rules for the disposal of trust funds, there are the 
institutional barriers in the necessity for banks, insurance 
companies and other financial institutions to have large hold¬ 
ings of gilt-edged securities, and, above all, there are the sub¬ 
jective factors controlling supply which we have discussed. 

lupiality of payment between units of factor only applies if 
movement between occupations is without barriers, and this is 
not the case for units of capital. So it may come about that. 
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over a period of time, the return on risky loans may be more 
or less than that on safer investments. So far as American 
experience is concerned, there have been several computations 
to show that, over periods of several years, the return to an 
investment in a representative sample of stocks '' (ordinary 
shares) is less than on an equal investment in “ bonds '' (fixed 
interest securities), the computation taking into account both 
income and capital appreciation or depreciation. This ten¬ 
dency is attributed to the over-optimism of the more specula¬ 
tive investor, who is so confident of his ability to pick out a 
larger selection of successful gambles than the average of 
successes, that he bids up the prices of speculative securities to 
excessive levels. 

The tendency to equality of return on loans of different types 
must not, on the other hand, be under-estimated. The ten¬ 
dency will be to equality of average return for loans of compar¬ 
able types. So if risks of default differ, then in those cases where 
the chances of default are high, people will wish to see a pros¬ 
pect of a high return if the venture is successful. Suppose that 
in ninety-nine out of a hundred factories set up to make 
glass marbles, the venture pays a return of 6 per cent, to those 
who have made loans to it in the shape of subscriptions for or¬ 
dinary shares. The average rate of return in this case will be 4-95 
per cent, as compared with an expected return of 5 per cent. 

If, on the other hand, in three out of four copper-mines 
lenders receive nothing on their loans, then prospective lenders 
must see a possibility of 20 per cent, before they are willing to 
lend to copper-mines rather than to glass-marble factories. If 
the rate paid by glass-marble factories is 4 per cent., then 
copper-mines will be considered if they can offer 16 per cent., 
and the fall from 5 to 4 per cent, will presumably increase invest¬ 
ment in copper-mines as ventures which can offer 16 per cent, 
but not 20 per cent, to lenders will now be able to obtain funds. 

The more accurately lenders can forecast risks of different 
types of enterprise, the more closely will average rates of return 
on loans for all enterprises tend to equality. 

Dividend Rates and Yields 

So far in this chapter we have talked in terms of making 
loans to firms which wish to increase investments, and have 
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said nothing of the market in securities or titles to old loans. 
It is not inevitably the case that, if at a given time a buyer of 
i:)rewery shares would generally get 5 per cent, on his purchase, 
it would be possible to float a new brewery company and issue 
shares on the basis of a prospective dividend of 5 per cent. The 
risks which a new venture must face and those which concern a 
prospective purchase of shares in an established company in the 
same line of production are not the same. The fact that a 
('ornpany has reached the dividend paying stage shows that it 
has avoided certain dangers which the new venture has still to 
mi'et. 'l lu* yields on the prices of securities of old-established 
companies will therefore differ much less than the prospective 
(livid(‘nd rates it is necessary to offer to get people to subscribe 
to new issu(‘s. fhe yield, or the dividend calculated as a per- 
('enlag(‘ of the market price of a share instead of on its face 
value, does not (h'pend so much on the size of the dividend as 
on tlu' chances of that dividend being maintained in the future. 
If one company is paying £5 on one hundred pound shares and 
another company is paying £20 on the same amount, and the 
chances of the two companies continuing to pay these dividends are 
considered the same, then the yields on the purchase of the two 
lots will Ik‘ the same, the price of the second being four times 
the price of tlu* first. The chance of any firm, irrespective of 
lh(‘ industry to which it belongs, being able to maintain a 
particular rati* of dividend is always largely dependent on 
clianges in the general level of business activity. Some indus- 
trii's, it is true, are less affected than others by either boom or 
slump, yet to a considerable e.xtent the fortunes of all wax and 
wane together. Changes in the rate of interest affect them all, 
and they are each affected by changes in the values of the 
marginal products of the capital goods which the investment 
rej)resents. 

The reality of this distinction between the risks attaching to 
the initiation of an enterprise and those attaching to its con¬ 
duct is illustrated by the case of the Suez Canal Company. No 
comparable adventure had been undertaken in modern times 
and, though there was little doubt of the profitability of the 
canal once it was cut, there were serious doubts as to whether 
it would be possible to cut it. In addition, the Egyptian 
Government gave a concession for a term of years at the end of 
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which the canal was to become the property of l^gypt. The 
Canal Company had therefore to make arrangements for the 
repayment of capital, and did this by animal drawings of shares 
for redemption. If no other provision had been made, a share¬ 
holder, who subscribed for shares on issue and had them drawn 
for redemption after a few years, would, for a relatively small 
payment, have borne the risk of loss of his loan through failure 
to construct the canal. So it was arranged that a fixed divi¬ 
dend of 6 per cent, should be paid on all shares and, in addition, 
a variable dividend depending on the profitability of the 
venture. When a share was drawn, its right to the 5 per cent, 
ceased, and it w^as replaced by a non-redeemable share with a 
right to equal participation in the variable dividend. 

The Function of the Theory of Profit 

In this examination of the risks of investment, an attempt 
has been made to break with the traditional treatment of 
profit, where part of the reward to capital was labelled interest 
and was supposed to be paid at a uniform rate on all loans and 
investments, no real distinction being made between these two 
terms. Any payment to capital over and above this amount 
of interest was termed profit, and was regarded as a reward to 
the function of riskbearing which was elevated by some to the 
status of a factor of production. 

In fact, all economic activities are attended by risks, and we 
could apply these principles of probability theory in an ex¬ 
amination of the price of any factor of production. It so 
happens that there is most scope for the use of probability 
theory in an examination of the problems of differences in the 
rates of return over cost to investments and in rates of return 
on loans of different types. Logically, there is no reason why 
profit theory should not cover all explanations of differences in 
prices of similar units of commodity or factor which would 
bring rent theory and monopoly theory within its scope, but it 
is much more convenient to confine it to a study of those 
differences in the prices of similar assets, which are attributable 
to the risks and uncertainties that attend economic activities. 
The presence of risks affects demands and supplies of factors 
of production of all producers' goods and of loans. Since our 
discussion has so far run primarily in terms of durable pro- 
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clucers' goods and loans, we will extend it to the pricing of non¬ 
durable producers* goods. 

Spot and Forward Commodity Prices 

In our studies of price determination earlier in this book, we 
were (healing with prices at which goods were available for 
immediate delivery, but in the real world there may be several 
prices for the same commodity according to the time at which 
delivery must be made. There will be a price for a particular 
grade of a commodity deliverable at once, and this is termed 
the spot price. It is tme that in certain markets, cotton for 
instance, the term spot ** has been given a wider meaning, 
but we will use it in the narrower sense here. Then there are 
forward j:)rices for delivery one month, three months, a year 
later. 'riuTe is also the term future *’ price, but this has a 
specialised meaning and is related to the price of one or more 
particular forward contracts of the exchange, and so W’e shall 
retain the more gcMieral term forward.** 

'I'lie spot price depends on demands and supplies now, but 
we must remember that present demand includes demand to 
buy now, to store and consume later. Forward prices are 
l)as(‘(l on (\stimates of what demands and supplies of the com¬ 
modity are likely to be at the date in question. The cases 
when' transactions for forward delivery commonly take place 
an' those of commodities which can be stored, and so there is a 
rt'lation between spot and forward price. If we can find a com¬ 
modity which cannot be stored over the time period involved, 
then there is no necessary connection between spot and forward 
juices. 

If an increase in demand is expected in the future, the for¬ 
ward price will rise and the existing commodity will be stored 
instead of being consumed now. The spot price will rise also, 
even if present demand is unchanged. Also we must remember 
that if a commodity is to be stored, prices must be such as to 
induce peoj)le to store it ; that is, the forward price must exceed 
the spot by an amount at least equal to the cost of storage for 
the period invoKa'd. 

Now let us work out the relationship between the two prices 
on a series of assumptions. Suppose we are dealing with a 
commodity like an annual crop, where the harvest is due in six 
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months' time. Conditions of demand, we will suppose, are 
expected to remain the same for the next six months, and there 
is enough stock to last till harvest at the current rate of con¬ 
sumption. The next harvest is expected to be the same as the 
last. Commodity must be stored for periods up to six months 
if consumption is to remain steady, and so forward price must 
be above spot price by an amount sufficient to cover storage 
costs. A seller would clearly be willing to accept spot price 
plus four months* storage cost for a contract to deliver four 
months hence, but would a buyer be willing to pay that price if 
it corresponded to his estimate of the price four months hence ? 
He would not. His estimate of the future price may be too 
high, and so his offer will equal his estimate of that price less a 
margin for risk, and if this reduced price is not less than spot 
price plus four months* storage, a bargain can take place. If 
the estimated price four months hence, minus the premium for 
risk, gives a figure which is greater than spot price plus four 
months* storage charge, or, to put it another way, if the esti¬ 
mated price exceeds spot price plus storage charges by an 
amount greater than the risk involved is considered to justify, 
then the spot price will be bid up as buyers acquire the com¬ 
modity, now, for storage. Equilibrium will have been reached 
when the forward price is less than the expected price four 
months hence by a margin which reflects the estimate of risks 
involved and the forward price exceeds the spot price by the 
amount of carrying charges. So, for periods up to six months, 
there will be a rising scale of prices, the rise corresponding to the 
growing costs of storage, and each price being slightly less than 
the price which is expected to rule at that time. These prices 
will show a contango,** the term for the price relationship 
when the forward price exceeds the spot. 

If conditions are such that the price of the new crop in six 
months* time is expected to be the same as the price today, the 
six months* forward price will be slightly less than the spot 
price, the difference being a margin to cover risks of the esti¬ 
mate being wrong. Spot price will exceed the forward and 
there will be a “ backwardation.** 

Now suppose that a catastrophe destroys some of the current 
stock, but leaves the prospects of the next harvest untouched. 
The six months* price will be unaffected, but stocks are not big 
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enough to last six months at current rates of consumption. 
Spot and forward prices for periods less than six months will 
rise, until the rate of consumption has been cut down to a level 
which can be maintained for six months and the relation—spot 
plus storage charge—will hold between the spot price and each 
forward price. As spot price has risen, the backwardation on 
six months will have increased. 

A prospect of a short crop will result in a rise in the six 
months’ price, which may show a contango, and the spot price 
will rise to cut down current consumption and make present 
stocks last more than six months. If people expect a larger 
harvest, or the prospects for the future look less promising, 
their estimate of the price for the next crop will fall, and they 
will probably use a larger margin for risk, so that the six 
montlis’ ])rice will show a larger backwardation. Spot price 
will be unaffected if current stocks are considered large enough 
for six months’consumption only, but if there are stocks surplus 
to this requirement, spot price will fall also. If for any reason 
it is exp(‘ct(‘d that stocks will have to be held over a period of 
time, the spot and forward prices for that period will show a 
contango, as spot will fall suflkiently below the expected price 
at the (‘lul of the period to create a contango equal to the cost 
of storage. 

In this way we see how considerations of risk enter into the 
structiin^ of commodity prices, thus affecting the demand for 
commodities, and since commodities in which there is a forward 
price are usually raw materials, the volume of employment 
offered is also affected. 

Risk Estimates and Demands for Commodities and Factors 

lhc'S('nt (It'inands for factors of production and commodities 
arise largely because people are catering for other demands 
which they expect will occur in the future. Land is being 
ploughed today because people will have a demand for bread 
or cotton shirts two years hence. The expenditure undertaken 
now depends on estimates of the size of that demand. 

But it is not merely the estimate of the size of the demand 
which matters ; estimates of the reliability of estimates of 
demand are also important. The more confident people feel 
about the reliability of an estimate, the greater the provision 
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they will make in the light of it. We have seen that in the 
capital market the amount of capital which will be provided in 
response to a certain probable yield depends, not only on the 
size of the prospective return, but also on the degree of risk that 
the yield will not materialise. More capital will be subscribed 
where there is a nine-tenths chance of getting the probable return 
of 5 per cent, than if the chance of getting that return is one-half. 

If the present price of a raw material is £20 per ton, present 
stocks are expected to be used up during the coming year, and 
the expected price a year hence is £19; then, if there is great 
confidence in the reliability of this estimate, the twelve months' 
forward price may be £18, but if the future is obscure and the 
basis of estimate more doubtful, the backwardation will be 
larger and the forward price may be only £15. At this figure 
less provision for the future will be made than if the forward 
price was £18, because it is the practice of people making plans 
for future production of materials to sell the whole or part of 
their expected output forward some time before it is actually in 
existence. Output is therefore reduced until the anticipated 
marginal cost is equal to the forward price. Again, considera¬ 
tions of risk influence output. 

Risk and Demand for Factors of Production 

It is clear, from the above discussion, that the effective 
demand for producers' goods, whether the permanent equip¬ 
ment of production or the raw materials and semi-finished 
products necessary to keep the fixed equipment working, 
depends, not only on the levels of prices expected to rule in the 
future, but also on the degree of reliance which can be placed on 
those estimates. It may be that if existing conditions in the 
copper market remain as they are today, it is reasonable to 
suppose that price in three months' time will equal today's 
price, but there is the risk that demand may change, that the 
political situation in a large producing country may lead to a 
fall in supply, or that in a large consuming country to a fall in 
demand. So it may be prudent to take a less optimistic view 
and to make plans on the assumption that the price three 
months hence will be £20 a ton less than it is today. The more 
uncertain is the future, the fewer the plans which businessmen 
will be willing to make for the future. 

I.E.A.— 9 * 
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This in business jargon is what is termed the state of con¬ 
fidence. If businessmen are confident in the stability of the 
underlying conditions of demand and supply as they exist and 
they consider that any change will be in their favour, they will 
enter into commitments for the future, and this means that 
either they or those to whom they give orders will increase their 
demand for labour now. Increased expenditure on producers' 
goods increases the incomes of the factors of production engaged 
in making such goods. Production income is greater than it 
would be without this expenditure, and provided it is not a 
question of replacement of depreciation there will be an increase 
in earnings also. We have, in these changes in confidence, i.e. 
changes in the degree of risk attached to estimates of the future, 
the most potent factor inducing changes in the volumes of in- 
com(‘ and (‘inployment. 

Hero, how(‘ver, we are stepping outside the Theory of Risk 
into the field of the Theory of Expectations, which is concerned 
witli changes in estimates of future risks. 
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Chapter XVIII 

THE SUPPLY OF MONEY 


Since we suspect a relation to exist between the supply of 
money and the rate of interest, it is essential that we should 
investigate the conditions which underlie the supply of money. 
The generalisations we shall make will not have the universal 
validity of some of those at which we arrived in our discussions 
of diminishing returns or marginal cost. On the whole, much 
more attention will have to be paid to the character of the 
existing institutions, so that many of our observations will 
apply only to Great Britain; others to any country whose 
banking system is built on the same general lines as ours; few 
will be of universal application. We can begin, however, 
with one generalisation which is always valid, a definition of 
money. 

What is Money? 

Looking around the world, we find an amazing variety of 
objects which are termed money. In the more sophisticated 
countries pieces of paper printed with intricate designs, difficult 
to copy, are popular. But this is a fashion which has spread a 
good deal in the last century. Before that, coins, which bore 
stamps testifying to the weight and quality of the metal in 
them, were in common use. Then as now, other pieces of metal 
of various sizes and bearing various designs were used, but these 
differ from the first kind, in that they will buy more unstamped 
silver, nickel or bronze than they themselves contain. The 
first kind, which are always gold nowadays, exchange for their 
own weight of uncoined gold. In less sophisticated countries 
cattle, pigs, bars of salt, sticks of tobacco, cowrie shells, or even 
boulders of an uncommon sort of stone may be generally accept¬ 
able in payment of debts. This varied assortment of objects 
has one characteristic in common. They are commonly accepted 
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in the community which uses them in payment for goods and in 
settlement of debts. This is a function any commodity which is 
to he iis('d as money must fulfil. It must serve as a medium of 
exchange. 

In l(*ss sophisticated communities the commodity may be one 
which is highly valued for some intrinsic property: its decora¬ 
tive valiu‘, its magical properties, or even its popularity in con- 
sumj)tion these may contribute to its general acceptability. 
There is always the comforting assurance that if there is no 
opportunity to use it as money, it will look very nice strung 
round the nec k or will be good to eat or to smoke. In more 
s()])histi('at(‘d communities these qualities may not be regarded 
as advantage's, and suitability as a medium of exchange is the 
sole criterion for acceptability. Such is the case with our notes 
and token coinage*. I he more important the place of exchange 
in the economic life of the community, the more does the 
metlium of exchange function overshadow any intrinsic useful¬ 
ness of the comme)elity. 

In additie)!! to acting as a medium of exchange, money 
gc'nerally provieles a unit in terms of which the prices of all 
other ge)ods anel services are measured. It is then said to serve 
as unit of account as well. The two functions are usually 
performed hy the same thing, but this is not invariably the case. 
In ct'i tain Afric an communities prices are measured in terms 
of cattle, although cattle rarely change owners. In our own 
country cc'itain ])rices are conventionally measured in guineas, 
although the guinea coin has long ceased to exist. 

A further stage in increasing sophistication is that people 
wish to store wealth in a generalised form, as distinct from 
stores of useful objects. This can be done by storing the com¬ 
modity which acts as the medium of exchange, provided of 
course that it is durable, for a commodity which is difficult or 
I'xpeusive to store safely will not be attractive as a store of 
value. I'urthermore, once the idea of using a commodity as a 
store of value has been adopted, there arises the question of the 
constancy of the value of the money commodity in terms of 
other commodities. People will not wish to see their store 
suddenly lose most of its purchasing power over other com¬ 
modities because the commodity has become more plentiful. 
So a commodity whose supply is more inelastic than that of any 
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other has commonly been chosen. Ideally, then, the com¬ 
modity should be sufficiently plentiful to enable the exchanges 
people want to make to be effected, but the supply should be 
more difficult to increase than that of any other commodity. 
In addition, it should be storable and easily divisible, so that 
payments can be made in amounts, however small. 

Kinds of Money 

It is convenient, in a community which practises a com¬ 
plicated system of exchange, to have different kinds of money. 
There will be a unit like the pound sterling, the franc or the 
dollar, and multiples and submultiples of it. The unit may be 
a coin containing metal of intrinsic value equal to its face value, 
like the pre-1914 English sovereign, or it may be a paper note, 
which could, on certain terms, be exchanged for a stated quan¬ 
tity of gold, like the British pound note between 1925 and 1931. 
Such coins as the bronze penny and the silver-alloy shilling were 
acceptable, even in the days of the sovereign, because it is con¬ 
venient to have coins of small denomination for the purpose of 
making small payments. Such coins are called token money,’' 
because their intrinsic value is less than their nominal value, in 
contrast to “ full-bodied money ” like the pre-1914 sovereign. 
The Bank of England pound note is also token money, for its 
intrinsic value is negligible, but because of its usefulness people 
are willing to accept it. 

These types of money are issued under governmental 
authority, and though governments cannot secure a monopoly 
of the issue of money, they can endow the money they issue 
with the special quality of being ‘‘legal tender.” A creditor is 
obliged by the law of this country to accept pound notes in 
payment of a debt, but in the case of the silver and copper 
coinage, there are limits to the amounts which he is obliged to 
accept, and such money is hence described as limited legal 
tender. The fact that they have the authority of the Govern¬ 
ment behind them adds greatly to the acceptability of such 
forms of money. People will have to accept such money as 
wages even if they do not like it, and a good deal will be used, 
although there is nothing to prevent the owners of goods from 
refusing to sell them in exchange for legal tender money, if they 
think they can get some other kind they prefer. 
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A certain amount of inconvenience attaches, however, to any 
of these forms of common money, as we may call them. If large 
payments have to be made, there is the trouble of counting and 
watching that no worthless imitations are included in the sums 
received. When payments have to be made between persons 
in different parts of the country, there are the costs of having 
money transported and the risks of loss in transit. A certain 
amount of trouble attaches to the safeguarding of the sums, 
whicli even persons of very moderate means possess, if they use 
only common money. A demand therefore arises for the ser¬ 
vices of institutions which will take care of stocks of common 
money and make payments from them as and when and where 
the owner desires. It is nece.ssary that such institutions should 
afford a high degree of security for the funds entrusted to them 
and that they should be able to effect transfers at low cost. 
'J'hes(? services are performed by the banking system, and in 
order to perform them, it creates a further kind of money, 
“ Hank Money.'' 

Supply of Bank Money 

The services of providing safe custody for gold and of trans¬ 
mitting funds for the settlement of debts between people in 
different countries, or in different parts of the same country, 
were originally in separate hands. Because of the nature of 
tlu*ir trade, goldsmiths had to provide for the protection of their 
stocks of precious metals and, at little expense to themselves, 
they could undertake to look after the valuables of other 
|)eople. On the other hand, people who were engaged in inter¬ 
national trade would have debts falling due to them in certain 
towns and would have di bts to pay in other towns. If they 
could find someone who had a debt to collect in the centre where 
they owed money and who was willing to sell the debt to them, 
then, by offsetting the two transactions, the amount of money 
to be carried between the two centres could be reduced. Mer¬ 
chants engaged in international trade thus found it advan¬ 
tageous to become middlemen in international debts as well, 
and some of them ended by giving up trading in goods and 
became international bankers. The aspect of banking with 
which we are concerned at the moment derived, however, from 
the goldsmith-ancestor of the modern banker. 



THE SUPPLY OF MONEY 


XVIII] 


271 


The goldsmiths found that people who deposited gold with 
them did not all require it at once, and that it was possible to 
lend some of it to credit-worthy borrowers. So long as they 
kept a reserve sufficient to meet any possible calls on them from 
owners who wished to have their gold back again, they were 
quite safe in lending out the rest, and charging interest for the 
loan. A goldsmith who pursued a prudent policy found the 
practice profitable, and indeed found it paid him to offer a rate 
of interest to all who would deposit gold with him, instead of 
charging a fee for safe custody as formerly. 

A further step was taken when, instead of handing gold to 
borrowers, the goldsmith handed a promise to pay gold. He 
found that he could issue more promises to pay gold than the 
quantity of gold in his possession could satisfy, because all the 
people who held his promissory notes did not ask for them to be 
paid in gold. As the goldsmith’s reputation grew, his notes 
passed from hand to hand in settlement of debts. The skill of 
the goldsmith, or the banker, as he has now become, lay in his 
judgment of the quantity of the notes it was safe for him to 
issue. The more he issued the greater his profits from interest, 
but the greater the risk that they would get into the hands of 
people who did not care for them and would demand gold in 
exchange. Also there was always the possibility that his 
customers would lose their confidence in him and come 
clamouring for their gold, which he would be quite incapable 
of finding. 

When the transition from goldsmith to banker was complete, 
the bankers, instead of issuing a single note for whatever sum 
had been deposited or requested as a loan, printed notes of fixed 
denominations, and the banknote proper evolved. We have, 
then, two kinds of money in use—^gold and notes, and one is 
convertible into the other. There will be a steady stream of 
business, some people cashing notes in gold, others giving gold 
for notes. What the banker had to fear was a change in the 
acceptability of his notes, so that demands to repay notes in 
gold would exceed deposits of gold in exchange for notes. He 
had therefore to carry a stock of gold big enough to cover any 
loss of popularity of his notes, which his experience taught him 
might occur. 



272 


AN INTRODUCTION TO ECONOMIC ANALYSIS [Ch. 


Bank Deposits 

So it is with the contemporary descendant of the goldsmith, 
tlie deposit bankers. Here again we have two different kinds 
of money, common money consisting of notes and coin, and 
bank money, and one is convertible or exchangeable into the 
other. Bank money is a less tangible form of money than any 
we have yet encountered. It consists of entries in the ledgers 
of the banks. The banks can create as much bank money as 
they choose by making entries in their ledgers, so that at first 
sight this kind of money does not fulfil the criterion of inelas¬ 
ticity of supply, but we must remember that the bank is liable 
to exchang(i bank money for common money on request, so that 
its desire to issue bank money, in order to make profit from the 
interest it charges for doing so, is restrained by the necessity for 
having suHicicMit common money to satisfy those who demand 
it in exchange for bank money in their possession. 

'I'lie supply of bnnk money comes into existence in two ways. 
IVople (h'posit common money with the banks and receive an 
(‘qual amount of bank money in exchange. Their reasons for 
doing this are that a stock of common money must be preserved 
against loss and theft, but an entry in a bank ledger requires no 
such care'; also it is more convenient to make many payments 
by transferring bank money than by handing over notes, for no 
(jiiestions of miscounting or of forged notes can arise, loss in 
transit causes merely minor inconvenience, and a record of the 
transaction is automatically created. 

'['he sc'cond way in which bank money is issued is by the 
granting of a loan by the bank to a customer, and in this country 
the usual method is for the bank to grant an overdraft. The 
customer who has received an overdraft is in the same position 
as if he had a deposit of the agreed sum standing to his credit, 
l)ut in fact the banks do not count overdrafts granted but un¬ 
used in their total of “deposits.’' The true total of bank 
money available at a given time is therefore the total of 
“ deposits “ and unused overdrafts. 

riu' most usual way of transferring bank money from one 
person to another is by means of a cheque, which is a formal 
instruction to a bank to pay to a specified person or to “Bearer.” 
riiere are other means, such as Bankers’ Orders and Bills of 
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Exchange, but for the present we shall talk as if the cheque was 
the sole method. Each day a bank receives from its customers 
quantities of notes, coin and cheques, which have been drawn 
in favour of the customer by a third party who owes him a debt. 
The notes and coin are entered to the credit of the customer 
who pays them in, and the total deposits in the books of the 
bank are increased by that amount. The value of the cheques 
is also entered to the credit of the customer, but cheques trans¬ 
fer bank money, and although they increase the amount stand¬ 
ing to the credit of the customer who pays them in, they do not 
necessarily increase the total deposits on the books of the bank. 

A Single-bank System 

To simplify the problem, we will first suppose there is only one 
bank in the country. Then a cheque drawn in favour of John 
Jones of Newcastle by Harry Smith of Coventry will, when paid 
into the Newcastle branch, increase the deposit to the credit of 
Jones and decrease the deposit at Coventry to the credit of 
Smith by the same amount. The total deposits of the bank 
will be unchanged ; only their ownership has changed. 

There is, however, a circumstance in which total deposits can 
have changed. If Smith had no deposit to his credit, but had 
arrangements with the Coventry branch for an overdraft, there 
would be no decrease in deposits at Coventry to offset the in¬ 
crease at Newcastle, and the total deposits of the bank would 
have increased. 

But all of us do not have bank accounts, and those of us who 
have require common money to make certain payments, so 
there will be a daily flow of notes and coin out of the bank. The 
flow in and the flow out will not cancel out every day. If it is 
the custom to pay wages on Friday, the outflow on that day 
will be larger than normal, but probably partly compensated by 
a big inflow on Saturday, when people spend a large part of 
their wages. If there are customary days for paying rents, 
people w'ho have no bank accounts hoard common money until 
rent day, when it will return to the banks. A certain reserve of 
common money is therefore necessary to allow for these fluctua¬ 
tions, because if a bank is to retain the confidence of its cus¬ 
tomers, it must always be in a position to exchange bank money 
for common money on demand. 
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Quantity of Loans and Demand for Common Money 

We can now see where the check arises on the ability of the 
bank to create unlimited quantities of bank money by making 
loans. If a bank makes loans to customers, their demands 
for goods and services are increased. The bulk of the loans are 
made for business purposes, and are spent by the borrowers on 
paying wages and buying materials, so that directly or at one 
remove the loans are likely to result in increased payments to 
people who do not own bank accounts and who will therefore 
demand common money. Increased loans will therefore lead 
to an increased demand for common money and, if the bank 
is too free with its loans, it will find that its stocks of common 
money are not sufficient to absorb the fluctuations in the inflow 
and outflow of notes and coin. 

The Cash Deposits Ratio 

I'luj bank is therefore likely to set some limit on the amount 
of loans it makes. Now, the real problem is the change in rela¬ 
tive' demands for bank money and common money, but the 
banks are most concerned about their deposits, which are 
liabilities to ])ay common money to their customers. They can 
always withdraw unused overdraft facilities. It has therefore 
bee'll tlie jiraetice of banking systems to set either legal or con¬ 
vent ieinal standards for the proportiem between their holdings 
e)f eoinnu)!! money and depeisit liabilities to customers. In the 
British banking system the conventional proportion until 
recently was that holdings of common money should represent 
11 e)r 12 pe'r cent, of depeisits. In 1946 the proportion was 
re'eluce'd to S or 9 per cent, by agreement between the 
banks. 

At this point we must allow for the complication which arises 
because there is not one but a number of banks. Each indi¬ 
vidual bank when it makes loans has to face the probability 
that the bank money it creates will in part get into the hands 
of the customers of other banks. The recipients will pay the 
cheques into their own bank, which will ask the issuing bank 
for common money in exchange for its bank money. So if in 
the example we used earlier Smith is a customer of Lloyds, who 
grant him an overdraft, and Jones is a customer of Barclays, 
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then before the transaction is finally settled Lloyds will have to 
pay Barclays the appropriate sum in common money. 

There are of course many such transactions in either direction 
between each pair of banks each day, and every effort is made 
to offset transactions. Thus in each town the cheques drawn 
on the branch of one bank in the town and paid into the branch 
of another bank in the same town are offset against each other. 
Then there are the large towns which act as clearing centres for 
districts, and all cheques paid into banks within that district 
are offset. Finally, there is the London Clearing House, with 
its three divisions of town, metropolitan and country, where 
the net balances owing by one bank to another are determined. 
Any balances which must be met to settle the day's transactions 
are discharged by cheques drawn on the account each of the 
banks has at the Bank of England. The balances in these 
accounts are treated as if they were notes, as the bank can 
always get notes from the Bank of England on demand. 

It is obvious that if one bank grants loans on a larger scale 
than the others, its stock of common money is going to drain 
away into the other banks, even if there is no increased demand 
for it from the members of the public. The agreed ratio of cash 
to deposits therefore serves the further purpose of keeping the 
banks in step. Because they all observe this ratio they create 
loans at the same rate, and the chances that the net flow of cash 
from one bank to another will be zero over short periods of time 
are increased. 

Relative Quantities of Bank and Common Money 

The relation between the quantities of common money and 
bank money in a community will depend primarily on the 
habits of its members. If the community has little faith in the 
banking system, or if for some other reason, such as black 
market activities " or desire to evade income-tax, a larger part 
of the transactions of the community are settled by cash pay¬ 
ments, the demand for cash will be larger and the demand for 
bank money smaller in relation to a communal income of a given 
size than if these factors were different. 

Different income groups in a given community have different 
habits in the matter of the proportion of their resources which 
they carry in the form of notes, so that changes in the distribu- 



276 AN INTRODUCTION TO ECONOMIC ANALYSIS [Ch. 

tion of incomes between social groups can alter the demand for 
one or the other form of money, even if the communal income 
is unchanged. 

(hvcn tlie demands of the community, the demand for 
common money on the part of the banks, in relation to the 
(piantity of bank money it has issued, will depend on its struc¬ 
ture and efficiency. So, given the habits of the community and 
tlie form of tlie banking system, the amount of bank money 
creat(‘d by the banking system will depend on the amount of 
common money in existence, and we must enquire how that is 
controlled. 

The Supply of Common Money 

So essential to the efficiency of the production system is the 
(‘xistenc(! of a trustworthy currency that control of its Lssiie is 
on(* of th(‘ first functions undertaken by the State. The task is 
('ommonly delegated to a Central Bank, which does little or no 
banking business with the general public, but acts as banker to 
the (iov('rnment and to the other banks. As a result of these 
activities, it also controls the supply of money. The powers of 
tlu‘ Hank of ICngland, the Central Bank of the United Kingdom 
and Northern Ireland, have long been strictly regulated by 
Parliament. Its Central Bank functions developed spontan¬ 
eously through its monopoly of joint stock banking in the City 
of London, and its position as the Government banker. The 
Bank Act of 1S33 gave legal recognition of this fact and regu¬ 
lated its performance of those functions. Since then Parlia¬ 
ment has fixed a limit to the number of notes the Bank can 
issue for the ])urpose of lending to the Government or for the 
purchase of Government securities. For every note issued 
beyond the Fiduciary Issue, as this quantity is called, the Bank 
must hold gold which it has valued at a fixed price, now 248s. 
per fine ounce. 

There was a time when the Fiduciary Issue represented only 
a small part of the note circulation. In the later 1930 s the 
Bank held some hundreds of millions of pounds in gold, and 
issued a corresponding total of notes over and above the Fi¬ 
duciary Issue. Since the early days of the war the Fiduciary 
Issue has greatly increased and the proportion covered by gold 
has been negligible. 
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The Bank of England Return 

The Bank of England, even in the days when it was owned 
by private shareholders, was not under the normal obligations 
of a public company to publish accounts. Instead it has had to 
publish a weekly return of certain assets and liabilities. The 
form of the Return has altered slightly from time to time, but it 
goes back in substantially the same shape to the Bank Charter 
Act of 1844. 

The primary activities of the Bank are to issue currency and 
to act as banker to the Government imd the commercial banks. 
The Return is in two parts, which reflect these activities: the 
Issue Department looks after the issue of notes and the Banking 
Department keeps the accounts of the Government and a 
number of semi-official bodies, the commercial and private 
banks, and a small number of private customers. 


The Bank Return for Jan. 8. 1958. 
Issue Department 



£m. 


£m. 

Notes issued: 


(lovernment debt 

11*0 

In circulation 

2.033*7 

Other Government 




securities 

2,085*2 

In banking dept. . 

CC*7 

Other securities 

0*8 



Fiduciary Issue 

2,097*0 



Gold coin and bullion 

0*4 



Coin other than gold . 

3*0 


;^2. 100*4 


£2,100-4 


Banking Department 



im. 


Im. 

Capital 

14-6 

Government securities 

207-0 

Rest 

3-5 

Other securities: 


Public deposits 

10*5 

Discounts and 


Other deposits: 


advances 

19-1 

Bankers' 

213*4 

Securities 

22*0 

Other accounts 

75*2 


dl*l 



Notes . 

06*7 



Coin 

2*4 

1 ;£3n-2 


/.3172 
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The first item of the assets of the Issue Department, about 
jfl 1 millions of Government debt, is a long-standing loan to the 
(iovernment, most of which dates from the foundation of 
the Bank; but the main backing of the Fiduciary Issue is the 
ordinary Government securities which the Bank buys when 
th(^ issue is increased and sells when the issue is diminished. 
I'he holding of gold is trivial compared with pre-war days, 
when tlui h'iduciary Issue was £200 million. Against these 
assets the Ikink issues notes which are mainly in the hands of 
the public or of th(‘ commercial banks, and the balance forms a 
stock in the Banking l)(‘partment, which must have a reserve 
to m(‘et till' demands of its customers for notes. 

rh(‘ second part of the Return deals with the Banking Depart- 
nu nt. 1 h‘re the liabilities begin with the capital subscribed by 
the shareholders, or the proprietors as they used to be called, 
file iH'xt ittan, " tlu' Iv(‘st,'' never falls below £3 million; any¬ 
thing above tliis amount is regarded as distributable profit. 
l)(*jK)sit liabilities are now separated into three items: the first, 
pu))li(' deposits r(‘j)resenting sums .standing to the credit of the 
V.\c\uH\\\eT A' o\v\w\\ss\ow<iTs> ol awd 

Banks. 'Vhe nc‘xt item represents tke balances ot tbe llngYisb 
banks, who.se principal activities arc in England. By means of 
cheques on their accounts with the Bank ol England, they settle 
any net balances of transactions among themselves. It is their 
custom to treat their balances at the Bank of England as equiva¬ 
lent to notes in their tills and, since they keep their credit at 
the Bank and the money in their tills roughly equal, the total of 
bankers’ deposits is a useful indicator of the amount of bank 
crc'dit available for business, 'fhe final item on the liabilities 
side represents the balances of the other clients of the Bank, 
Dominion and foreign banks of all kinds, British financial and 
banking houses other than the commercial banks, colonial 
governments and municipalities, numerous semi-official bodies 
and a few private customers. 

Now let us turn to the assets side of the Banking Department 
account. Tlie first item. Government securities, consists of 
“ Gilt-edged " securities, which the Bank buys and sells on the 
Stock Exchange; Treasury Bills, which are promises by the 
ICxchequer to pay a fixed sum on a certain date, usually three 
months after the date on which they are sold by tender; Ways 
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and Means Advances, which are loans to the Government to 
help it bridge over the gaps which occur when expenditure is 
continuous and revenue accrues at intervals. Securities other 
than Government obligations are shown separately. They may 
be of any type other than ordinary shares, though issues of 
Dominion, Colonial and foreign governments probably pre¬ 
dominate. Commercial bills, which the Bank buys, as distinct 
from discounting them for customers, are included in this item. 
The Discounts and Advances consist of Commercial Bills and 
Treasury Bills which the Bank has discounted for its clients, 
advances made to various financial institutions and to its own 
customers. Finally, we have the item Notes and Coin, which is 
the Bankas reserve against demands for notes from the com- 
merciah banks. These are continually paying old dirty notes 
into their accounts and withdrawing new ones. The old ones 
are passed to the Issue Department for cancellation and re¬ 
placed by new ones. If the banks withdraw more than they 
pay in, they deplete their balances with the Bank of England, 
and also reduce the stock of notes in the Banking Department. 
In the opposite circumstances both balances and the Bank's 
reserve grow. The ratio of reserve to deposit liabilities is 
termed the Proportion". 

Control of the Quantity of Money 

The quantity of money is equal to the quantity of common 
money, plus the quantity of bank money, and the amount of 
the latter the banks are able to create is limited by the amount 
of the existing supply of common money the public is willing to 
leave in their hands. The existing supply of common money 
is controlled by the Bank of England. 

It does this through the buying and selling of securities. If 
it wishes to decrease the quantity of money, it sells securities on 
the Stock Exchange, lowering the price at which it is willing to 
sell until buyers are found. The buyers will pay for their pur¬ 
chases with cheques on the commercial banks, so that a part of 
the Bankers' Balances is transferred to the ownership of the 
Bank of England. 

Now two things will happen. As their credit at the Bank has 
been reduced while their holdings of notes have remained un¬ 
changed, the commercial banks will pay notes into their 
accounts at the Bank in order to restore the equality betv/een 
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their l)alanccs there and their holdings of notes. The Bank of 
ILngland will thus recover notes at the expense of notes in the 
hands of the public to the extent of half the value of the 
securities it has sold. 

Secondly, the commercial banks, having had their cash 
reserves reduced by the amount of the sale of securities, will 
endeavour to reduce their deposits by calling in loans and to 
restore the; 8 per cent, reserve ratio. So, as old loans fall to be 
r(‘paid, th(‘y will decline to make new ones, and the volume of 
th(;ir loans and Ir'Iicc of their deposits will decline. The quan¬ 
tity of bank money will therefore also be reduced as a result of 
th(‘ sal(‘ of s(‘('uriti(‘s by the Bank of England. 

riie Hank us(‘s this techni(iue whenever it wishes to increase 
or dccH'ase its reserve of notes, whenever it thinks the quantity 
of notc‘s in the Ikmking Department is too small or too large in 
u'lation to the j)robable calls of the commercial banks upon it. 
riu‘ same method is used when the Government decides to vary 
th(‘ volume of the note circulation. If the Government decides 
to increase* tlu* (piantity of money. Parliament authorises an 
increase* in the* Idduciary Is.sue, and the Issue Department 
prints the* ne e'essary ejuantity of notes and sells them for securi- 
tie‘s to the* Hanking Department. The Banking Department 
buys securities, jxiying for them in cheques upon itself. The 
e'he(|ue's tind the ir way through the sellers’ bank accounts to the 
bankers’ de'posits at the Hank. The commercial banks, finding 
tlu'ir de'pe)sits increased, withdraw notes to equalise cash at 
Hank and till money, so the notes are drawn into circulation to 
tlu* t*xtcnt e)f half the purchases. The commercial banks then 
use* tlu'ir increased reserves to make more loans and the quan¬ 
tity e)f bank meuiey is also increased. 

Similarly, if the h'iduciary Lssue is reduced, the process is 
used in n*verse, and the notes find their way out of circulation 
into the Issue Department, where they are withdrawn and des- 
t royi'd. 'flu* (*xt ra demand for notes at Christmas time is met by 
a temj)orary increa.se in the Fiduciary Issue and the increase and 
subsecpient decrease in the circulation are carried out in this way. 

The Quantity of Money and the Rate of Interest 

fhere is an aspect of this technique of regulation of the 
tpiantity of money which we have so far ignored. When the 
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Bank of England is determined to reduce the quantity of notes 
in circulation, it sells securities, and to make any appreciable 
effect on the quantity of money the sales must be in consider¬ 
able volume. The sale of a large quantity of Government bonds 
is likely to cause a fall in the price of such securities ; that is, a 
given annual income will be purchasable for a smaller capital 
sum than formerly. The rate of return to investment in 
Government securities will therefore be raised. 

Now we must assume that formerly the market in invest¬ 
ments was in equilibrium; that is, the personal estimates on the 
part of investors of the relative values of securities was the same 
as the relative market prices. In these circumstances there 
would be no net tendency for investors as a whole to try to sell 
one type of security in order to buy another. This state of 
affairs has been upset by the fall in the prices of Government 
bonds which makes it possible to earn more income by investing 
£100 than was formerly the case. Investors will therefore be 
more willing to hold Government bonds than they were before, 
and will sell other securities in order to buy such bonds. The 
prices of other securities will therefore fall also, and yields on 
investment will rise until a new equilibrium has been reached 
and investors' valuations and market quotations are in harmony 
once more. 

The effect of decreasing the quantity of money has therefore 
been to raise the rates of return to purchases of securities or 
interest rates, as we will provisionally call them. In a similar 
fashion we could show that the effect of an increase in the 
quantity of money would be to raise the prices of securities and 
so lower interest rates. It would therefore appear possible to 
control the quantity of money and control the rate of interest 
by one and the same means. 

Further Reading 

Cole, G. D. H. : Money, Its Present and Future. 

Crowtiier, G. : An Outline of Money, Chaps. 1 and 2. 

Robertson, D. H.: Money, Chaps. 1, 3 and 4. 

Sayers, R. S.: Modern Banking. 

More Advanced Reading 
Keynes, J. M.: Treatise on Money, Chaps. 32-35. 



Chapter XIX 

CHANGKS IN THE QUANTITY OF MONEY 


In tho previous cliapter wc discovered one effect of changes in 
the supjdy of money. As a result of the mechanism of changing 
th(^ sup])ly, interest rates rise for a fall in the quantity of money 
and fall for an increase in the quantity of money. It might 
appear that this was a result of the particular mechanism, but, 
as we shall sei^ later, any mechanism for changing the supply of 
money will produce these effects, though the speed with which 
ilw. effects of change are felt will not be the same in every case. 

Quantity of Money and Commodity Prices 

There is another effect of varying the supply of money on 
which we have not touched: its effect on the prices of com- 
nunlities. L('t us suppose that the Government printed more 
pound note's, making a present of ten to every citizen, and con- 
sidt'r what the (‘ffect would be. Some people would hide some 
or all of tlu' notes in a secret hoard, and their effect on prices 
wo\ild be nil; many would spend some or all of them on things 
which juwiously they considered they could not afford. De¬ 
mands for ('ertain commodities would increase, and there would 
be a tendency for the prices of these commodities to rise. How 
much they would rise would depend on the shapes of the curves 
of their marginal costs of production in the vicinity of the 
current out put. We said earlier that marginal cost curves were 
commonly of a tlat U-shape, so that if existing output should lie 
somewhere in the middle of the flat portion, a considerable 
increase in output might take place without any significant rise 
in price. On the other hand, if outputs were such that marginal 
costs were rising sharply, there might be a considerable rise in 
|aice for a negligible increase in output. 

At first any price rise would be con lined to the commodities 
which were in increased demand, but increased output of these 
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would lead to producers bidding up the prices of factors of 
production used both by them and by other industries. In this 
way the price rise will spread to other commodities not origi¬ 
nally affected. Wages will tend to rise, first as a result of an 
increased demand for labour, and secondly when workers 
experience an increase in the prices of the things they buy and 
consequently a rise in their cost of living which provides the 
incentive for demands for wage increases. 

The reaction to the increased supply of money would depend 
on the availability of unemployed resources in the economic 
system. If there are unemployed factors of production which 
can be drawn into employment, the prices of factors will not 
rise to the extent which will occur if an expansion of the output 
of any one commodity necessitates the attraction of units of 
factor already employed elsewhere. 

Clearly the nature of the first reactions, the impact effects we 
can call them, of the increase in the quantity of money depends 
on the identity of the recipients. If, instead of paying £10 to 
every citizen, the Government distributed the same total sum 
in repayment of Excess Profits Tax, we should expect a differ¬ 
ent impact effect. The companies receiving the refund might 
invest the proceeds in new machinery, and the prices of such 
things as machine tools and electric motors would rise. On the 
other hand, the companies might distribute the refund as in¬ 
creased dividends to their shareholders, who, being on the whole 
of the wealthier part of the community, would not spend their 
windfall in the same way as the poorer majority, who would 
receive the bulk of the distribution if it were made on an 
equalitarian basis. We should expect an increased demand for 
motor-cars, luxury goods and continental holidays. Of course, 
gradually as the increased demand for motor-cars led to in¬ 
creased demand for labour to make them and to increased wage 
payments, the flood of new expenditure would seep into all 
channels, but its effect is likely to be greatest where its impact 
is first felt. 

For our final hypothesis let us return to the first case, and 
suppose that every recipient of £10 paid it into a savings 
account at a bank. The commercial banks, finding their cash 
reserves increased, would be willing to increase their loans, and 
to do this it is probable that they would have to lower the rate 
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of interest charged for overdrafts. With a reduced cost of 
borrowing, it will now be profitable to hold investments which 
formerly it was not worth-while holding on borrowed funds. 
Some of these investments will be securities, and an increased 
demand for securities will lead to a rise in their prices ; that is, 
to a lowering in the rates of return they afford. On the other 
hand, businessmen might bi‘)rrow money to expand production 
and the ernjdoyment of labour. 

d'herc is not the same degree of certainty of prediction in this 
c ase; as in the first and second cases we examined. The acquisi¬ 
tion of incr(‘ased cash reserves puts the banks in a position 
when; they are able to increase credit. It does not follow 
inevitably tliat borrowers will find the terms sufficiently attrac¬ 
tive to in(liic(; them to increase their borrowings, and if they do 
not borrow more, the effect will be just the same as if the 
reci[)ients of the extra notes had hoarded them. 

The Quantity Theory of Money 

la‘t us now see how what we have learned about tlic relation- 
shij) betwe(‘n cliangc's in the quantity of money and changes in 
prices ac'cords witli tlie classical explanation, the so-called 
()iianti(y 'flu'ory,^ which e.xpressed the relationship as A/.F = 
l\ T, wlu'iv: 

M till' (plantity of money; 

r the number of tim(‘s a unit of money changes hands per 
annum on an average; 

7' tlie number of transactions per annum; 

r the average price j)er transaction. 

This ecpiation is an identity stating the indisputable fact that 
till' total volume of cash transactions, P.T, is equal to the total 
of cash p.iyments. If all payments were made by means of 
cheijues drawn on bank accounts, then M.V would be equal to 
the total of clu'que clearings, or since in British banking statis¬ 
tics this term is restricted to cheques cleared through the 
London Clearing House and the eleven provincial clearing 

* Tho riu'ory of money in its original crude form, which stated that 

the U'vcl of prices was dependent on the quantity of money, is attributed to 
Hi'dm, lircii laSO, The ei|uation as given here was originaUv propounded by 
.Ni'weomb in his Pnneif^h’s of Political Economy, IvSStJ, but was popularised by 
li ving Fisher, The Purchasing Power of Money, 1911. 
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houses, it is better described as the total of debits to bank 
accounts. 

But all payments are not made by means of cheques, and 
account must be taken of the payments of cash. The quantity 
of currency in circulation and the total of bank deposits are 
known, and so is the total of debits to bank accounts, so that 
it is useful to split this item in two and to write the equation : 
M.V + M'.V' = P.T 

where M represents the quantity of cash in circulation, V the 
number of times per annum a unit of it changes hands, and 
MW* represents the total of debits to bank accounts. 

Velocity of Circulation 

It is the practice to call V in the quantity equation the 
velocity of circulation of money, and we have now split it into 
the velocity of circulation of common money, which we have 
still called F, and F', the velocity of circulation of bank 
deposits. It is possible to compute F' by dividing the total 
of bank debits for a period by the average volume of deposits 
over that period. There is of course no method of computing 
the number of times a unit of cash changes hands. These 
quantities are commonly regarded as dependent on customs and 
liabits of particular countries. The velocity of circulation, for 
instance, will depend on the proportion of his assets an indi¬ 
vidual chooses to carry about him in notes and coin. This will 
vary from individual to individual in the same community, but 
the averages for different communities may show even greater 
divergences. In turn there will be differences in relationship of 
personal assets to current income, so that the relationship be¬ 
tween cash holding and income will depend on two variables. 

When considering bank deposits we are again not concerned 
with a homogeneous quantity. Bank deposits may be either 
in personal accounts or in business accounts, and tlie propor¬ 
tions do not remain constant, nor are changes in the two neces¬ 
sarily in the same direction. The conditions which determine 
the rate of turnover of these two types of deposit are quite 
independent. 

The personal deposits can in turn be divided into income 
deposits and savings deposits. The size of income deposits v/ill 
bear some relation to the size of income; it is convenient to have 



286 AN INTRODUCTION TO ECONOMIC ANALYSIS [Ch. 

a reserve of bank money to harmonise the periodic inflow and 
the regular outflow of payments for consumption expenditure, 
and to meet minor emergencies. Since there is probably a 
tendency for people in general to maintain accustomed stan¬ 
dards of expenditure, it is probable that when prices fall people 
will at first continue to purchase the same quantities of con- 
suinj)ti()n goods as before, and so their income deposits will tend 
to increase. Similarly, they will at first tend to try to maintain 
consumption in the face of rising expenditure, and so run down 
their income (h posits. Even if the money value of income 
deposits should remain the same, the value in terms of goods 
will incr(‘ase when prices fall and fall when prices rise. 

'file savings deposits are held to provide for large irregular 
payments, tlu' purchase of a new motor-car or new furniture, or 
(‘ven to pay for an annual holiday. Then there will be the 
ohjee t of providing a reserve against major emergencies, pro¬ 
tracted illness or unemployment. Furthermore, such deposits 
will hous(‘ funds in ])rocess of accumulation for investment, 
either awaiting the colkrtion of a certain minimum sum, or the 
app(‘arance of attractive opportunities for investment. 

I h(‘ behaviour of business deposits is still more puzzling. A 
bnsiiK'ss must have certain cash balances available to smooth 
out short-t(‘rm ditferences between the flows of payments in and 
out, but it will not willingly hold balances greater than the level 
of reserves it really needs, as funds can be more profitably 
em])loyed in tlu' concern. When a firm is experiencing a falling 
otf in the volume of trade, it cannot find employment in the 
pundiase of mat(*iials, ston's and labour services for the pro- 
C('(‘ds of till' saK’s it is making, and its bank balances tend to rise. 
WIh'ii l)usiness is activT the finn may have an overdraft; that is, 
the bank has given it credit to honour cheques drawm on its 
accenmt. I he volume of business deposits at any given time 
will tend to be low compared with the total of debits on the 
at'coimt, and the velocity of circulation will be greater than 
normal. 

It is not merely, then, the quantity of cash or bank money in 
existence which matters; the velocity of circulation, the rate at 
which cash or dep(^sits are changing hands, is an equally impor¬ 
tant factor in determining the quantity of money payments or, 
what is the same thing, the total of transactions against money. 
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The obverse view of the velocity of circulation is willingness 
to hold money. If people decide that they want more notes in 
their wallets or bigger credit balances in their bank-books (that 
is, the demand for money increases), the velocity of circulation 
decreases. The convenience and precautionary motives for 
demanding money, we have already discussed. They depend 
on custom, and apart from the minor disturbances to the nor¬ 
mal tenor of life at holiday times and the major disruption of 
accustomed ways of living which occurs in war, changes in such 
customs occur but slowly, hence the scant attention which was 
at one time paid to the influence of changes in the velocity of 
circulation. 

There is, however, another motive for holding money which 
affects both personal and business holdings, and which is a 
potent cause of rapid changes in the volume of transactions. 
It is usually termed the speculative motive, and arises from 
anticipated changes in the relative values of commodities or 
securities on the one hand and of money on the other. If 
people suspect tliat the prices of commodities are going to fall, 
they will endeavour to diminish their holdings of commodities 
as far as possible, and increase their holdings of money, which 
they expect will buy more commodities in the future than they 
do to day. Similarly, if they believe that the prices of securi¬ 
ties are going to fall, people will sell securities and hold money 
instead, and will thus assist in bringing about the fall in price 
they anticipate. There is only a certain amount of money 
available, and everybody cannot be a seller of either goods or 
securities, so prices finally reach a level at which the number of 
people who prefer not to sell is sufficient to take up all available 
supplies. Conversely, if a rise in prices is anticipated, people 
will try to get rid of money and acquire goods or securities as 
the case may be. 

The Problem of the Price Level 

When we were discussing the problem of exchange and the 
determination of prices, we used money as a symbol for goods 
in general, so that the value of money could on these lines be 
the purchasing power of money, but P in the right-hand side of 
the Fisher equation does not measure the value of money in this 
sense. The purchasing power of money over goods and services 
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would be an average of all prices determined by giving each 
price a weiglit representing the total expenditure of money on 
the corresponding commodity or service. In the Fisher quan¬ 
tity (‘(juation, P represents the average price of a transaction/* 
so that tlu* number of times a commodity is represented in the 
average depends on the number of “ transactions in it. Thus, 
supjKjse we have two commodities, A and B, whose prices are 
ap|)roximateIy the same and the quantities of them consumed 
by a particular community roughly equal. Then, from the 
j)oiiit of view of purchasing power over commodities, 1 per cent. 
chang(‘s in th(‘ prices of each would be equally important, but if 
A is s(dd direct to consumers by the producers and B passes 
through the hands of four middle men between producer and 
consunu r, the influence of B on the 'Fransactions Price Level 
will be tivt‘ times that of A. Similarly, T bears no necessary 
relation to tin* total output of goods and services, so that neither 
P nor T is a (plantity in which we are interested. T represents 
a m(‘dlt‘y of dealings in materials and finished commodities, 
land, buildings and fixed assets, services and securities; it in- 
chid(‘s, not only current output, but the turnover of old durable 
goods and securities, which is not a quantity that enters into 
our analysis in any other way. 

Quantity of Money and Demand for Money to Hold 

fhe Idslu’r a])|)roach to the problem of the relationship 
Ix'tween tlu' (]uantity of money and prices concentrated atten¬ 
tion on the ])roc(‘ss of exchange of money for commodities, 
S('rvices, real assets and securities. There is an older tradition 
traceable to some of the earlier English writers which concen¬ 
trate's on tiu' idea that [Ka)|)le havT* a demand to hold money, 
and that the existing suj)ply of money must be held by someone. 
Pt'caiise the later refinement of these ideas was the work of 
Professors Marshall and Pigou, the equations which express 
their solution of the problem are called the Cambridge equa¬ 
tions. 

We used the idea of the demand to hold money to explain 
vel(H'ity of circulation. One concept is the inverse of the other. 
Marshall defined Demand to Hold in the following terms: 

“ In every state of society there is some fraction of their 
income which people find it worth their while to keep in 



289 


XIX] CHANGES IN THE QUANTITY OF MONEY 

the form of currency.... A large command of resources in 
the form of currency renders their business easy and smooth 
and puts them at an advantage in bargaining; but, on the 
other hand, it locks up in a barren form resources that 
might yield an income of gratification if invested, say, in 
extra furniture; or a money income, if invested in extra 
machinery or cattle.” 

The quantity actually held depends upon ” balancing one 
against another the advantages of a further ready command 
and the disadvantages of putting more of his resources into a 
form in which they yield him no benefit.” These were precisely 
the considerations on which we explained velocity of circulation, 
but while the Fisher method regcirded the velocity of circula¬ 
tion as something which was not subject to variation in any 
important degree, so that the main factor in determining prices 
was the quantity of money, the Cambridge approach regards 
changes in willingness to hold money as a major source of dis¬ 
turbance of the price level. The exponents of this approach 
thought of the proportion of their resources measured in real 
terms which people would wish to hold in the form of money ; 
demand is therefore not merely for a certain number of units of 
currency, but for the value of a certain fraction of total re¬ 
sources, and here we get the connection with the price level. 

Professor Pigou introduced the simplifying assumptions that 
the total income of the community can be measured as a quan¬ 
tity of wheat R ; it chooses to hold legal tender equivalent to a 
proportion^ of this quantity; the number of units of legal tender 
is M, and one of these units exchanges for a quantity of wheat P. 

Then the demand schedule to hold money is expressed by the 
equation: 



But people do not hold all their cash reserves in the form of 
legal tender; they also possess bank deposits, and allowing for 
these, the quantity of income which they will wish to hold in the 
form of legal tender will be kRc. Bankers will require legal ten¬ 
der as reserve against deposits they hold; let the proportion be h. 
The quantity of real income to be held as bank deposits will be : 

kR (I - c) 

and the cash held against it will be the equivalent of h times 

I.E.A,— 10 
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this quantity. The total demand for legal tender will therefore 
be given by: 

P = [c + h{i - c)] 

M 

Another equation in the same tradition was developed by 
J. M. Keynes^ from the idea that what a holder of money 
rccpiires is a quantity of real-balances which bears the appro- 
priatii relationship to the quantity of real transactions on which 
la‘ emphjys liis balances/’* The real-balances were measured 
in “ consumption units ” ; that is, units “ made up of a collection 
(jf sj)(‘cilicd (juantities of their [the public’s] standard articles of 
consumption or otlier objects of expenditure.” People are thus 
('onsidered to wisli to hold an amount of cash capable of pur- 
( liasin^^ a ccTtain fraction of the collection of things they arc in 
the habit of purchasing ])er unit of time. Part of this sum they 
will want to hold in legal tender and part in bank deposits. So 
if n is the total quantity of cash and the public wish to hold k 
('onsum])tion units in the form of notes and coin and ki units 
in th(‘ form of bank deposits, r is the proportion of bankers’ 
n‘s(‘rves of notes and coin to their deposits and p the price of a 
consumption unit; then we have: 

n r. p(k -1- rki) 

'riie Cambridge equations are based on the inevitable equality 
of the di'inand to hold cash and the quantity of cash issued, 
riu’ demand to liold is originally a demand to have command 
ovaT some quantity of goods, services and assets; the money 
value of this collection is found by multiplying the number of 
units by a ju ice which is designed to be a measurement of the 
geiK'ral levc'l of j^rices. They give a broad general picture of 
the relationshi]') between the quantity of money and the price 
K'vel, but the picture is often so lacking in detail as to be mis- 
ItMciing. 

Defects of the Quantity Equations 

We can illustrate this by looking for a moment at the Fisher 
(‘(juation. riuae has been a tendency to regard price and the 
(juantity of money as the only factors subject to variation, so 
that doubling the quantity of money would double prices. 

* Tract on Monetary Reform, Chap. 3. 

* .t Treatise on Money, Chap. 14 (1). 
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Putting it perhaps more accurately, it was not assumed that the 
velocity of circulation could not change (it was dependent on 
habits of the people concerned and these clearly can change), 
but the possibility of changes in the quantity of money inducing 
changes in the velocity of circulation was commonly ignored.^ 
Yet a doubling of the quantity of money could not be brought 
about instantaneously, and people anticipating that the pur¬ 
chasing power of money was going to fall would try to get rid of 
money. The velocity of circulation would increase and the rise 
in prices would probably be greater than 100 per cent. Simi¬ 
larly for a decrease in the quantity of money, people realising 
what was being or was about to be done would decrease their 
purchases and try to hoard money, in order to spend it when 
its purchasing power had increased. The fall in prices in such 
a case would be more than proportionate to the decrease in the 
quantity of money. 

The Problem of Measuring Purchasing Power 

We have seen that in the case of the Fisher equation, P 
measures the average price of a transaction, and its size is 
influenced by the number of transactions in which a given 
article figures. Professor Pigou, in his version of the Cam¬ 
bridge equation, uses the quantity of wheat a unit of money 
will buy, i.e. the wheat price of money, but this assumes that 
all other prices bear a constant relation to the price of wheat, so 
that the wheat price of everything except money is constant. 

We are indeed facing the fact that any attempt to measure 
the purchasing power of money as a whole must be a very 
arbitrary affair. The statistical method of computing changes 
in the value of money is by means of an index number. Pur¬ 
chasing power is not an absolute quantity capable of direct 
measurement; it is not possible to say that the purchasing 
power of money todeiy is so much, but it can be said that it is 
so much greater or less than it was a year ago. The statistical 
method of measuring changes in the value of money is by means 
of an index number of prices. If prices are higher than they 
were, the value of money has fallen, and conversely. We need, 
then, an average of prices for each occasion on which we make 
a comparison. 

* Although Fisher himself was not guilty of this. 
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We select a collection of commodities and price it on a given 
(late. Then, on any subsequent occasion when a comparison 
must be made, we again price the same collection and express 
its total j)rice on the second date as a percentage of the total 
|)rice on tlie first date. The series so obtained for a succession 
of dates we term an Index Number. The idea is simple enough, 
but tlic practical difficulties are considerable. If we could get 
a ])rice for every item of output and we knew the quantity of it 
})roduced, we could get a number which reflected purchasing 
])ower ovcT current output, but we know neither prices nor 
(juantities. The number of commodities which remain con¬ 
stant in character over an appreciable time and for which 
n'gular price (piotations can be obtained is so small that it is 
necessary to take arbitrary decisions as to how much each 
inlhuMiccs the juirchasing power of money. 

On tli(‘ other hand, money is not used solely for the purchase 
of current output. It is used to pay for personal services and 
to j)ur('liase securiti(*s. It therefore becomes necessary to 
decide such ([iK'stions as tlie relative effects on the purchasing 
power of money of a 5 per cent, rise in the price of wheat and a 
5 }^(‘r ( cnt. rise in tlu* {)rices of gold-mining shares. The answer 
must be ('utirely arbitrary, and as a result some writers have 
decided with Professor Pigou that it is no more arbitrary to 
consider that the price of wheat measures the purchasing power 
of moiu‘v, or with Lord Keynes to use prices of consumption 
goods only. 

The Demand for Cash Reconsidered 

If tht‘ only purpose for which the members of a community 
want(‘d to hold either cash or bank deposits was in connection 
with the purchase of consumption goods, the Keynes equation 
would be a complete and accurate statement of the relation 
btdween the cjuantity of money and the price level. If, for 
instanc(‘, pt'ople wanted to hold enough cash to buy one week's 
supply of consumption goods and bank deposits sufficient to 
buy oni' month’s supply, then the quantity of cash they wish to 
carry in their ]M)ckots, being the total price of one wreck's sup¬ 
plies, de]H'nds on the prices of consumption goods, taking the 
sizt' ot weekly consumption as being fixed. So if prices rise 10 
per cent., people will need 10 per cent, more cash in hand. 
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Similarly, too, if people increase their consumption per week 
and do not change their habits in any other way, they will 
require more cash in order to have command over one week's 
consumption. Consumption per week will on an average be 
equal to production of consumption goods per week, so that the 
demand for money is related to the size of output. We have 
already seen that the quantity of money is also related to the 
price of output. Similarly, the quantity of bank deposits 
which people want to hold is, under the simplified assumption 
we have adopted, related to the quantity and price of output. 
The bankers' demand for common money is only a fraction of 
the volume of bank deposits. So including bankers' deposits at 
the Bank of England as common money, the cash required for 
this purpose is 8 per cent, of the value of one month's con¬ 
sumption. The total demand for cash under these assumptions 
would be approximately 1J times the value of one week's out¬ 
put of consumption goods. 

Consumption, Savings and Business Deposits 

Once we try to improve on the very simplified picture of 
reality we have been using and attempt to insert more detail, 
the Keynes formula becomes so complicated that its value as an 
expository device disappears. Indeed, this sort of difficulty 
eventually led its author to abandon its use, but in tracing the 
reasons for its shortcomings we shall discover useful material 
for building a fresh model. 

Besides needing cash and bank deposits to enable them to 
maintain an even rate of consumption, people want them as 
savings; reserves against emergencies; provision for old age; 
savings for the purchase of a house or some other expensive 
durable consumption good; the accumulation of a “ masse de 
manoeuvre," for speculative or business purposes. 

In all productive activity, money is continually being ex¬ 
changed for materials, and goods are being exchanged for money, 
but the volumes of the two transactions per day or per week 
are not balanced; there are buying seasons and selling seasons, 
so that at certain times a business has more stock and less 
money and at others less stock and more money. The seasons 
do not synchronise for all businesses, so that at any given time 
the banks will be holding balances which some businesses are 
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waitinp; to employ at the appropriate time. Again, businesses 
must pay wages regularly every week or month, but payments 
for work done may come in at much longer intervals. Balances 
are held so that advantage can be taken of particularly favour¬ 
able opportunities to invest in materials, plant, buildings or 
(wen in sc*curities. The operators in any market, whether in 
materials like rubber or copper or in Bills of Exchange or in 
Stock ICxchange securities, must have balances at their disposal 
which they can use to take up temporary excesses of supply 
over d(‘mand in their market. 

'l'lieri‘ is thus some degree of separation between consumption 
de])osits, savings deposits and business deposits, though funds 
may at tim(‘s be attracted out of one category into another. 
1 Ik'H? is also a considerable degree of separation between sub¬ 
groups inside tluse three categories. Balances normally em- 
j)loyed in connection with retail trade are not readily diverted 
into, say, speculation on the rubber market, and funds normally 
('inployed in tlu‘ housc'-property market will not readily find 
tluir way into, say, the finance of the manufacture of vacuum- 
cl(‘an('rs. It is the main purpose of the British banking system 
to enable this transfer of funds from one market to another to 
take ])l;i('e, but that is another story. So far as the individual 
bnsiiK'ssman is conci'rned, at times when the inflow of funds 
into his l)usiness is greater than the outflow, he allows his bank 
balance' to pile* up, but presumably, if there is sufficient attrac- 
t ion to use' it else'where, he will do so. The form of the equation 
slie)ulel offer se)m(' e\planatie)n of the terms on which one form 
e)f ele'pe)sit can be transfe)rmeel into another. 

Again, we must suppe)se that the conditions underlying the 
elemaiiel to he)lel de‘pe>sits arising from the e.)peration of a grocery 
ste)re are' epiite different fre)m those intluencing demand to hold 
eleposits e)n the ])art of a je)bber on the Stock Exchange; de- 
manels nu'asureel as a number of days’ turnover of business 
will eliffe'r, so that our eepiation should contain a large number 
of terms like each relating to some particular type of 
elemanel te) hedel de'pe)sits. 

Onev we have aelmitteel a variety of demand conditions for 
ele'posits, we have also to take account of the different price 
levels. If we are concerned with the demand of Stock Exchange 
operators to hold cash, then the price level which is relevant to 
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their operations is that of securities. The total demand for 
money would thus become a sum of a series of products each 
representing some “ real demand to hold money multiplied by 
a price index appropriate to the kind of transaction involved. 

There is thus the possibility that an increase in the quantity 
of money can be taken up to increase deposits of a particular 
type only, or, to put it in another way, the increased quantity 
may go to increase circulation in one market only, in which case 
one set of prices only would rise. So an increased quantity of 
money might be absorbed by the Stock Exchange to finance an 
increasing volume of transactions, and security prices might 
rise substantially while other prices remained stationary. 

The results of this conclusion, that changes in the quantity of 
money affect different groups of prices in different ways, are far- 
reaching. In classical theory, as it was developed by Walras, 
Pareto and Edgeworth, we find a Theory of Value which pro¬ 
vides a series of demand and supply equations whose simul¬ 
taneous solution gives us all quantities of factors used, all 
quantities of commodities produced and consumed, and all 
prices in terms of money. We then require one condition to 
give us the quantity of money, and this they believed tlu^y 
possessed in the Quantity Theory. A change in the quantity 
of money was believed to affect all prices in similar fashion, 
tending to raise all together or lower all together. This we 
have shown to be untrue: the effect of an increase in the quan¬ 
tity of money depends on the manner in which it is brought 
about. 

We are forced, therefore, to look for another method of fitting 
the monetary supply into our scheme of analysis. An alterna¬ 
tive approach is suggested by our discussion of demand to hold 
money, and our next task will be to examine the conditions in 
which people arc willing to increase or diminish their holdings 
of money. 

Further Reading 

Crowther, G.: Outline of Money, Chaps. 3 and 4. 

Robertson, D. H.: Money, Chaps. 2 and 7. 

More Advanced Reading 

Greidanus, T.: The Value of Money, Section 1. 

Keynes, J. M.: Treatise on Money, Books 2 and 3. 
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THE QUANTITY OF MONEY AND THE 
RATE OF INTEREST 

riiKKR nre two possible ways of approaching the problem of the 
pla('(! of the quantity of money in the economic system. One is 
to watcli nnils of money being exchanged for goods, services 
and securities; tliis is tlie method of the F'isher quantity equa¬ 
tion. It concentrates attention on people's willingness to 
sui)i)ly units of money. Wicksteed's dictum that supply is the 
obvi'isi* view of a demand is as applicable here as elsewhere, 
and leads us to consider why people should have a demand for 
money to hold. 

We haw s(‘en that an individual may wish to hold money fora 
vari(‘ty oi reasons: to enable him to maintain a continuous flow 
of ('onsumption expiaiditure from an income received in periodic 
instalnu'iits; to meet infn'cpient payments, which are known 
befon'hand, but which are large in relation to a single instal¬ 
ment of income; to act as a reserve to meet unforeseen expendi- 
tiires. Both individuals and firms will wish to hold balances 
for very similar reasons connected with their business opera¬ 
tions, but instead of the objects of expenditure being meals and 
bus fai l's, rt'ut, holidays and insurances, motor-cars, houses and 
surgical operations, they will be expenditures on wages and 
mat(‘rials, replacements of equipment, extensions of scale of 
o]M'rations and drafts upon reserves due to failure of income to 
covt'r (d)ligat ions. A trading concern must have a reserve fund 
on which to tlraw in emergency to meet its fixed costs, other¬ 
wise it will be bankrupted on the first occasion that net receipts 
fail to cover its fixed costs. Both individuals and firms will 
hold money reserves for speculative motives to enable them to 
seize ]xu*ticularly favourable opportunities to purchase goods or 
securities. Fhese reserves may be held cither in the form of 
cash or of bank deposits, according to the balance of convenience 
in particular instances. 
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The total size of the holding will bear some relation to the 
income of the individual in the case of consumption reserves, 
and will vary with the type of business and with the scale of 
operations in the cases of reserves held for precautionary or 
speculative motives. In the case of the cash reserves of a bank, 
as we have seen, there is in this country a conventional mini¬ 
mum proportion of cash to deposit liabilities, and there may be 
other cases where adherences to a standard is customary, but in 
general it will be a matter of choice, a question of balancing 
alternatives. 

The Opportunity Cost of Holding Money 

First let us be clear that this problem of the size of money 
holdings is entirely distinct from the problem of the quantity of 
savings. Saving is a matter of making expenditure on con¬ 
sumption less than income. The size of the money holding of 
an individual or a firm is the result of a decision on the pro¬ 
portion the money holding is to bear to the total of tangible 
assets and securities possessed. From tangible assets a produc¬ 
tion income of services or product is expected, from the securi¬ 
ties a money income, and these are forgone if a cash holding is 
maintained. To secure homogeneity we will maintain our con¬ 
vention that a loan transaction always precedes an investment, 
even if borrower and lender are the same individual or finn. 
The choice before the would-bc holder of cash is between the 
advantages of possessing money on the one hand and the money 
income to be derived from making a loan on the other. The 
opportunity cost of holding money is therefore the interest 
forgone. 

We have thus arrived at an answer to the question, *' For 
what is interest a payment?'' Interest is the payment for 
parting with the advantages of liquid control of money balances. 

Before proceeding to deal with the question of what deter¬ 
mines the rate of interest, we must explore the relationship be¬ 
tween the desire for liquidity and the payment for sacrificing it. 

Liquidity Preference 

If people had no preference for having their wealth in an 
accessible, i.e. liquid, form, they would be quite indifferent 
whether they possessed producers' goods, lands, securities or a 

l.E.A.— 10 * 
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hoard of notes, and there would then be no charge for tying up 
wealth in a less accessible shape. The only circumstances in 
which such a state of affairs is conceivable is one where it would 
always be possible to find a buyer for any asset one wished to 
sell, instantaneously and without cost. Then indeed, all assets 
would be equally liquid, and clearly no charge could be made 
for differences in liquidity. 

'I'liis state of affairs does not exist, and some formality has to 
Ixr observed and some cost incurred before certain types of 
ass(‘t can be bought or sold. Therefore all assets are not equally 
acceptable in payment of debts. Assets which are more accept- 
ablt! can caunmand a premium over those which are less accept¬ 
able, and we are willing to accept limited quantities of an 
assist, which is caitirely non-productive, because of its general 
ac('(‘j)tability as a m(‘ans of payment. This kind of asset is 
money. 

'l*hesi‘ considerations of convenience of money and costs of 
invc'stnuMit (wplain wiiy the rate of interest is never likely to 
fall to zc‘ro, but could hardly account for a very high rate of 
inti'H'st. 

Pref(*rence for li(|uid as against illiquid assets may be in- 
iluenced by consitlerations of disadvantages attaching to one 
or other type of asset. Risks of loss of some kinds of asset arc 
greattu* than others. Ultimately all assets are regarded as 
.sourees of consumption income, and wdiile no asset has a con¬ 
stant vahu‘ in terms of consumption goods, the values of all are 
not eciually aflectixl by the same event. We wall review the 
main inlluences in turn. 

Liquidity Preference and Social Security 

Adam Smith long ago pointed out that rates of interest wttc 
lowest in those countries where there was the greatest degree of 
security to life and projxaty and highest wdiere there W’as little 
M'curity. ('ommon money is a less vulnerable form of wealth 
than securities in times of unrest, being more readily concealed 
than the real assets for w'hich the securities themselves are 
symbols, b'urtlu'r, quite apart from the risk of destruction of 
the real ass(‘ts which the security represents, there is the ques¬ 
tion ot the sanctity of contracts. A security is in effect a loan 
contract, and willingness to enter into loan contracts is depen- 
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dent on the effectiveness with which the legal system enforces 
the performance of contracts. In times when the power of the 
State is weakened by war or insurrection, legal sanctions may 
be impossible to apply. In such circumstances very high rates 
of interest will have to be offered by would-be borrowers to 
induce lenders to incur the risk of making a loan. 

Security of Contract 

The idea of the relation between security of contract and 
willingness to surrender liquidity is of wider application than 
this. The effectiveness of legal sanctions in enforcing perform¬ 
ance of contracts differs from one community to another 
according to the efficiency of the legal code; the more stringent 
the laws of banking, the Company Acts and the law of contract 
the smaller the risk of fraudulent default of a debtor. 

Default, however, is not always a matter of fraud, and the 
credit worthiness of debtors is by no means uniform; some 
debtors are regarded as less credit worthy than others, because 
the risk of failure of the operations in which they are engaged 
is greater; others because they are poorer businessmen. In 
such cases there is a greater chance that repayment of a loan 
cannot be made when it is demanded or that other lenders will 
be unwilling to take over the loan, i.e. buy the security to which 
it gives rise. 

At certain times the whole conduct of production seems to be 
fraught with more uncertainty than at others. People are 
afraid that prices will fall, that the demand for goods and 
services is declining, so that the profits of enterprise are con¬ 
sidered likely to fall or even to turn into a loss. In such 
circumstances lenders incur the danger of default on the part of 
their creditors, are less willing to make loans and so demand a 
higher rate of interest. 

Risks of Changes in the Value of Money 

Decisions regarding investment will also be affected by antici¬ 
pated changes in the value of money. If it is expected that 
prices will rise, so that the value of money will fall, people will 
be unwilling to lend money for fear that when they get it back 
it will be worth less than when it was lent. Thus, supposing 
that £100 were lent now at 5 per cent, and that when it fell due 
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in a year's time prices had risen so that £l purchased only half 
as much as it does now, then the £105 returned would buy what 
could be purchased for £52 10s. now, quite apart from any 
changes in the rate of interest in the interval. Of course, it is 
not possible to escape the consequences of a fall in the value of 
money by lidding a stock of cash. Still, when a drastic fall in 
th(^ value of money is anticipated, people will try to sell securi¬ 
ties for cash in order to purchase durable or storable consump¬ 
tion goods, and because securities are less easily turned into 
goods than is cash, people will be even less willing to hold invest¬ 
ments than they will be to hold cash. The value of securities 
in terms of money will fall until, in periods of violently rising 
])rices, interest rates of 100 per cent, or more for short-period 
l(jans may i)e experienced and long-term securities may be quite 
unsaleable. 

Changes in the Rate of Interest 

Another consideration which prevents possessors of liquid 
funds turning them freely into investments is to be found in 
changes in the rate of interest itself. The capital value of 
])r<)perty, and therefore the quantity of consumption goods for 
which it could be exchanged should necessity arise, is greatly 
affected by the rate of interest. Thus, when the rate of interest 
is 5 per c(‘nt., tlie price of an investment with a net yield of £5 
per annum in p(‘rp(‘tuity is £100. Should the rate of interest 
rise to 5*25 per cent., the capital value will fall to £95*25, nearly 
a whole year’s intcuest will be wiped out, and the owner will be 
little better off than if he had held £100 in cash. On the other 
hand, a fall in interest to 4*75 per cent, would raise capital value 
to £105*:L 

Putting this in a generalised form, let a sum of money C be 
invested in a perjH’tual annuity at a rate of interest /. The 
interest income will then be: 

r'.C 

100 

riien: 

\'alue of sum of money at beginning of year (invested or 
not) C 

r' C 

Wilue of sum of money at end of year, invested ^ C + — 
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Now let the rate of interest rise at beginningof year 2 tor*, where 

r' C 

r" > r'. Then the capital value of a perpetual annuity of 
per annum when rate of interest is r* 

_ r:!? X= >■; .c 
100 /' /' 

Therefore, by his investment the lender comes to own at the 
beginning of year 2 a capital sum of: 


r* 100 

This investment will have paid him according to whether; 
r* 


,C + —^ C 
100 ^ 


or —- -f- — sci:* 1 

/' 100 ^ 


or 100/ + //' 100/' 


or Y 


100 


i.e. Y 


100 


approximately. 


Hence, if the investor expects the rate of interest to rise by 
/2 

more then — in a year, it will pay him to retain his funds in 

liquid form. If the rate of interest is 4 percent., it will pay to 
lend at this rate, provided the rate is not expected to rise by 
more than 0*16 per cent. But if the rate is 2 per cent., it will 
pay to lend only if the rate is expected to rise by less than 0*04 
per cent. 

A fall in the rate of interest, on the other hand, will always 
bring capital gains. Consequently, willingness to lend will be 
affected more by this consideration when the rate is low in 
relation to normal levels, so that any change is likely to be 
upward, than when the rate is higher than normal and any 
change is likely to be downward. 

This account of the effects of anticipated changes in the rate 
of interest affecting willingness to surrender liquidity has been 
described as leaving interest theory “ hanging by its boot- 
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straps.” However, given the possibility of changes in interest 
rate clue to changes in liquidity preference or in costs of invest¬ 
ment, considerations of the amount of capital gain or loss 
arising from this cause act as an amplifier of the amount of 
cliange in tlie rate of interest. 


Demand to Hold Money. 
Real Income Constant. 


Determination of the Rate of Interest from Liquidity Preference 
Having e.xplored the relationship between willingness to hold 
money and the rate of intc;rest, wc can draw up a liquidity 
l)referenee .schedule for an individual when that individual’s 

income measured in real 
terms, say in terms of 
wage units, remains con¬ 
stant. A wage unit is 
the price of an hour's 
labour. Then, if the rate 
of interest is low, the in¬ 
dividual will be willing 
to hold a greater propor¬ 
tion of his assets in liquid 
form; that is, demand 
for money to hold will 
be greater. At higher 
interest rates it will be 
worth while to incur 
more inconvenu‘nces of 
illicpiidity and to run mon* risks of loss, so that demand to hold 
moiit'v will b(' less and we shall get the customary inverse 
|)riee/d(‘man(l relationship. We can therefore represent the 
li(|uidity pri'fereiKa' schedule by a demand curve of the usual 
typ(\ sloj)ing downward from left to right, and to it we can 
apply the existing quantity of money OQ and read off the rate 
of interest OR (Idg. 3S). We have then determined the rate of 
interest as thr price which cipidics the existing quantity of money 
u ith demand to hold money balances. 

Of the formal accuracy of this analysis there can be no dis- 
]nite, but tlu‘ tools of ('conoinic analysis are to be judged chiefly 
by their usefulness. This construction was very useful to 
K('vnes in the study of certain important problems of economic 
policy, but in the hands of less skilful craftsmen it is liable to 
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be difficult to handle. At least until we are out of our appren¬ 
ticeship in economics it is advisable to use demand curves which 
stand still while we vary supply, and there are dangers that this 
one will not. A change in the quantity of money is likely to 
caase income, measured in real terms, to vary, and we are then 
concerned, not with extensions and contractions of demand to 
hold money, but with increases and decreases. That is, the 
whole curve may move to left or to right. 

It is not necessary that this should take place, but there is no 
doubt that very often it will do so. Also it leads to the idea of 
the rate of interest as if there were only one, while it is clear that 
in the real world there are many rates, so that we have to seek 
a separate explanation for the spread of rates. 

Demand and Supply of Loans 

These difficulties can be avoided by adopting the alternative 
approach, although from the point of view of their logic both 
methods are equally admissible. We shall now look at the 
matter from the point of view of the supply and demand for 
loans and shall arrive at the definition— the rate of interest is the 
price which equates the demand and supply of loans. Here we 
shall use what we have learned of liquidity preference to explain 
the supply of loans, but first we must explore the conditions 
underlying the demand for loans. The considerations are 
essentially the same as those Lord Keynes used to get his 
schedule of willingness to invest. The demand for loans comes 
from two sources—from people who wish to anticipate future 
income and to increase consumption now at the expense of con¬ 
sumption in the future, and from people who wish to acquire 
productive assets, but who have not the necessary liquid funds 
for the purchase. The first element in demand is not likely to 
be very responsive to changes in the rate of interest, though it 
will vary with changes in commodity prices, in the level of taxa¬ 
tion and the level of income of the community. People will 
resort to borrowing of this type, either in an endeavour to 
equalise consumption over time, as by anticipating an inherit¬ 
ance before it matures, or to meet emergencies. Changes in 
interest rates, within the range of normality in recent times, are 
not likely to affect the volume of such borrowing. 

Much more important is the second type of demand. We 
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have already seen that, when an asset is to be purchased, the 
investor looks at the series of income payments he expects to 
get from it, and compares these with the cost of the asset; also 
that it is possible to express this series as a “ rate of return over 
cost.’* This rate of return is not usually the same thing as the 
marginal productivity of capital goods at the time the invest¬ 
ment is made, for that depends on conditions existing at the 
time. The rate of return will, however, be dependent on the 
marginal productivity of this class of capital goods at every 
j)oint of time during the life of the asset, or rather on the 
estimates of this quantity which are made at the time of invest¬ 
ment. On the anticipated marginal productivity of the asset 
(luring its life will depend the estimate of the gross product it 
will produce before it is worn out. From the gross product 
must b(‘ deducted the cost of the asset and also the expected 
cost of upkeep of the asset during its lifetime, and the net 
[)rodiict or “ yield ” is then obtained. 

It may be also that possession of the asset has itself particular 
advantages; tluTc may, for instance, be advantages of con- 
venit'iice in possessing the asset rather than of hiring it each 
time its use is needed. To a farmer, for instance, there may be 
advantage’s in having machinery available at the moment he 
(U’cides to use it rather than having its use confined to certain 
prearranged times. This factor is likely to be more important 
in ndation to investments in materials, where there are advan¬ 
tage's in having a certain stock always available for use, but in 
either case it is of tlie nature of a premium on liquidity to be 
adcU'd to the yield. 

I'urther, it maybe anticipated that the cost of production of 
similar ass(‘ts may either rise or fall during the lifetime of the 
investment which is beung made, and a profit or loss element 
will have to be added or subtracted to get the net return. 

Schedule of Marginal Efficiency of Capital 

W’hen we have taken all these elements into account, we have 
the rate of return over C(^st or the marginal efficiency of capital. 
VVlien we are considering the quantity of investment people 
are willing to make in a period of time, we are concerned with 
('stimates of this marginal efficiency made in the light of the 
experience of the past, existing conditions and guesses about 
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future conditions. But it must be rememben d tliat it is essen¬ 
tially an estimate of something which will be realised only over 
a short or long period in the future. Therefore, the estimate 
may change because people become more optimistic or more 
pessimistic without any change in the objective facts necessarily 
having taken place. 

It is clear that different estimates of the marginal efficiency 
of capital will attach to different quantities of capital; the yield 
item, which must necessarily have a very large influence in 
determining the size of the final rate of return, is governed by 
the law of diminishing marginal products (Chapter XV). The 
larger the quantity of capital to be invested, the less profitable 
the investment opportunities which will have to be taken in 
order to employ it. Also an increase in the quantity of capital 
goods produced must eventually bring a rise in the cost of 
capital goods, and the yield will be reduced from this cause. 
It is clear then that the schedule of marginal efficiency of 
capital shows an inverse relation between marginal efficiency 
and quantity of capital employed. The price which borrowers 
will be willing to pay for a quantity of loans will be the marginal 
efficiency of the corresponding quantity of investment, so that 
the demand price for loans is the marginal efficiency of capital, 
and the demand curve for loans slopes downward from left to 
right in the normal fashion. 

Liquidity Preference and the Supply of Loans 

The factors determining the supply of loans arc most con¬ 
veniently dealt with in two groups, and we will exclude one 
group by making the assumption that there is no risk of default 
of payment of interest or of repayment of principal if and when 
it falls due. The other group of considerations which we will 
examine here are the set we have already discussed in relation 
to the problem of the demand to hold money, but now we take 
the obverse view of them. 

Instead of thinking about the desire of individual possessors 
of money balances to continue to hold them, we shall think of 
their willingness to give them up to borrowers in exchange for 
the payment of interest. Thus it is clear that owners of 
balances will not give up the advantages of holding them with¬ 
out compensation. Making loans involves certain costs and 
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inconveniences, and for these a payment will be demanded. 
The greater the quantity of money balances available the less 
reluctant will individuals be to make reductions in those 
balances. Therefore we should expect that lenders will require 
more attractive terms for larger reductions in their holdings 
than for smaller reductions; that is, larger quantities of loans 
will ne(?(l higher rates of interest to call them forth than will 
small quantities. The suiq)ly schedule for loans will thus show 
a direct relationship between the quantity of loans and the 
rate of interest. 

Further, we have seen that the quantity of money balances 
is ecjual to the quantity of common money issued, plus the 
(jiiantity of bank money created by the banking .system. Given 
the state of willingne.ss to make loans, the quantity which will 
be ina(l(' at a gi\^(‘n rate of interest depends therefore on the 
(|uantity of money. An increase in the quantity of money will 
incr(‘ase the sums which will be available for lending at all 
rat(‘s of interest, and the supply curve for loans will be moved 
to the right for an increase in the quantity of money and to the 
left for a (h'CRMse. 

Th(‘ variability of the supply schedule will also be increa.sed 
by another fac'tor in the situation. Willingness to make loans 
may changi' at any time irrespective of changes in the quantity 
of moni'y, and tlu' lender must take these possibilities of change 
in one diri‘Ction or tlu' other into account. If he exjx'cts a fall 
in the rate of interest in the future, a loan made now will be 
saU'abh* at a price' higher than its original amount, when the 
lall in interest rate' has e'e)me abe)ut. Similarly, a rise in the rate 
e)f inte'i'e'st will bring a fall in the capital value of the loan. We 
ha\a' se'cii that when the rate of interest is low, a very small rise 
in the rate' will bring a capital le)ss equal to a year’s interest 
inceiine. In a given ce)niuiunity interest rates lluctuate through 
time' within fairly narrow limits. If the existing interest rate is 
near the' botte)m of the customary range, it is probable that any 
change' will be' in the direction of a rise, which will bring capital 
le)ss: while' it the current rate is near the top of the range a 
change' will pre)bably be in the direction of a fall, which will 
bring capital gain, riiis effect will reinforce the tendency we 
have already ne)ted fe)r the supply of loans to be larger at higher 
than at lowe'i rates of interest. 
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Pure Interest 

When we construct a supply schedule for loans in this way 
and apply to it a demand schedule for loans, the point of inter¬ 
section of the two schedules gives us a rate of interest at which 
supply and demand are equal and the loan market is in equi¬ 
librium. Such a rate is often referred to as the rate of interest, 
as if there were only one rate; or the rate of pure interest, to 
show that all questions of insecurity of income or principal are 
ruled out. The practice in the past has been to eliminate all 
questions of the risks attaching to individual investments from 
interest theory and to discuss them under the theory of profit. 
But eliminating all considerations of risks attaching to par¬ 
ticular types of investment still does not leave us with a unique 
rate of interest. Different rates would still apply to loans for 
different periods of time. 

Variability of Rate of Interest with Length of Loan 

The picture we have built up of one common pool of loans is 
not an accurate one. A lender may decide that he can tie up 
part of his resources in a form in which it will have to remain 
fixed for a long period of years, but this will clearly not apply 
to the whole of his resources. He will wish to retain immediate 
control over some part which he will retain in the form of money, 
and other parts he will wish to keep in a form in which it can be 
turned into money at quite short notice. Different portions of 
his stock of resources will be of different degrees of licpiidity. 

Now, liquidity of resources may be achieved in two ways. 
First, the lender may make loans for varying periods of time 
after the fashion of the commercial banks who lend money over¬ 
night, for a week, for a fortnight, for a month, for three months 
and for longer periods. It is therefore possible for a bank to 
regain liquid control of a large part of its resources merely by 
ceasing to make fresh loans as old ones mature, but such a 
procedure requires an elaborate organisation to keep up the 
flow of payments and repayments. By this method a whole 
economy can vary its degree of liquidity, but for tlui individual 
another way is open. The assets of an individual may be quite 
liquid irrespective of the term for which loans have been made 
if the loans are readily saleable. The question of saleability. 
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however, raises tlie problem of the price at which they arc 
sak'able and the effects of changes in the rate of interest on the 
prices of loans for different periods arc different. 

The greatest fluctuations take place in the prices of perpetual 
loans, riie price of a 4 per cent. Consol is the value at current 
interest rate of an income of £4 per annum for ever and that is 
/JI33 if the interest rate is 3 per cent, and £S0 if the rate is 5 per 
cent. If the price of a 4 per cent, loan repayable in ten years’ 
lime adjustc'd itself so that a purchaser got 3 per cent, on his 
outlay, it would be (‘qual to the present value of £4 per annum 
for nine years, plus £104 receivable ten years hence. If the 
r.'it(‘ of interest is 3 ])er cent., the value of this security is less 
than £133, because there is the capital loss of the difference 
b(*tween the present price and the £100 which will be repaid ten 
years hence' to be taken into account. It will, in fact, be 
£los r)s. Similarly, if the rate of interest rises to 5 per cent., 
the pri('e of the security will not fall as low as £80, because there 
is the |)r()spect of £100 being repaid ten years hence. 

4'hese are the nfative prices which would emerge if the yields 
nil loans of any length were always tlu' same, but the prices 
actually observed in the market do not conform to this rule. 

riu' yii’ld on shortc'iMlated loans is normally a trifle lower 
than that of a longer-dated loan, which suggests that investable 
funds do not How ecpially freely into the purchase of securities 
of all dates, and there is no reason to expect that they should. 
\\’i‘ have alrt'ady seen that some money balances are investable 
only for short pi-rioils. No one who had funds to invest for a 
l\‘W weeks would think of buying ('onsols except for speculative 
reasons. The costs of buying and selling would be large com¬ 
pared to tlu' interest earned in a short period, and the risk that 
a pric'e fall would bring a large capital loss is considerable, 
riiereforc*, lenders will be willing to accept lower rates for loans 
repayable about the time they wish to regain liquid control of 
their funds rather than face the possible loss on a purchase and 
sale of a long-dated security. The market rate of interest, 
say for six months' loans, will therefore depend on the demand 
for loans of this length and the supply of funds available for 
this type of loan. 

I'lie demand for six months’ loans will be related to the 
demand for loans for somewhat longer and somewhat shorter 
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periods. A borrower for six months will consider the alter¬ 
native possibilities of borrowing for three months and borrowing 
a second time to repay the first loan or of borrowing for nine 
months and relending the money at the end of six months when 
the original use for it ceases. 

So too on the supply side, the rates for loans of different 
I)criods and the relative advantages and disadvantages of loans 
of different lengths will be borne in mind. 

The Spread of Time Rates of Interest 

It is clear now that what we arc determining is not a single 
rate of interest, but a spread of rates relating to loans of different 
lengths. The money balances available for lending do not 
form a common pool which can be tapped by any borrower; 
rather they are split into a number of pools each available for 
lending under somewhat different conditions. The contents of 
one pool are not irrevocably committed to one type of loan, but 
may spill over into longer- or sliorter-period loans. Thus at 
times when the outlook is uncertain and preference for liquidity 
increases, there is a tendency for the movement of supplies of 
loanable funds into shorter-period loans, and contrariwise, at 
times when a more optimistic view is being taken of the future 
lenders are less afraid of illiquidity and will be willing to lend 
for longer periods. 

In times of uncertainty there is a tendency for loanable funds 
to seek shorter-term employment and for all interest rates to 
rise. In periods of expansion loanable funds seek longer-period 
employment and there is a tendency for all interest rates to 
fall. Thus at any time all changes in interest rates will be in 
the same direction; it will not be a case of some rates rising 
while others are falling, and it is for this reason that it is 
possible to talk of changes in the rate of interest, having in 
mind all the time a representative rate which stands for all the 
others. An influence which makes for higher interest rates will 
not affect rates for all periods of time equally, but the influence 
will in each case be in the direction of a rise and similarly, 
rates will fall together, though not to an equal extent. 

The representative rate chosen by writers on interest theory 
has not always been the same. Those who have been concerned 
with general theory have chosen as their representative rate the 
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long-term rate of interest which in practice they have identified 
with the yield to investment in the longest-term Government 
security available. Writers on monetary theory, on the other 
liand, have chosen a short-term rate, and in this country this 
has usuallybeen the Bank Kate or the rate at which the Bank of 
Kngland is willing to discount first-class bills of exchange for the 
bill market. 

Changes in the Quantity of Money and Interest Rates 

I'lie role of the quantity of money in the loans market is now 
ck‘ar. 'I'lu' quantity of common money and bank money in 
exist(‘nce .sets a limit to the loans which can be made at any 
given tim(‘. Willingne.ss to make loans determines how much 
of the stock of moiu'y is available as loanable funds at any given 
rate of inten'st. 1'he process of lending is the process of rc- 
distribut iiig moiu y balances between those who have more than 
tlu'y an' prepared to hold at current interest rates and those 
who hav(‘ less than they wish to hold at these same rates. 

If tlu' (juantity of money increases and willingness to lend 
remains the same, then those who previously had surplus 
moiu'y balaiK i's will now liave even more than before, and those 
who had less moiu'y balances than they needed will now have 
somewhat bigger balances and their need for additional balances 
will be less acute. 

If tlu'refore tin* stock of money is to be redistributed .so that 
at th(' ('urrent rate of interest everyone has no more and no less 
than they desiri' to hold, a fall in the rate of interest is nece.s.sary 
to extend the di'sire to borrow and to find a borrower for all 
the available loans. Lenders will readjust their holdings of 
money, and |)art of tlu' increa.sed supply will be taken up in an 
iiuat'ase in their balances. They will decide that in the new 
situation it is not worth-while to incur the same costs and 
inconvenienct's as before to reduce their money balances, and 
their money holdings and their loans will both be greater at a 
lower rate of interest. 

Cheap Money Policy 

In Chapter Will we saw the mechanism by which the 
banking authority can control both the quantity of money and 
the rate of interest simultaneously. Now we have discovered 
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the reasons why such a policy is effective and the limits within 
which it can be effective. In the analysis above, we assumed 
that the schedule of willingness to lend remained the same while 
the quantity of money varied. If this remains true, the 
banking authority can increase the quantity of money and 
lower the rate of interest until it reaches a level at which it 
leaves such a small margin over the actual costs of investment 
that people refuse to lend any more. But it is by no means 
certain that the schedule of willingness to lend will remain con¬ 
stant. The increase in the quantity of money will have its 
effect on prices, and as prices rise the need for money to hold 
will increase, if people are to maintain a constant reserve in 
terms of consumption goods. Also as prices rise people may 
become apprehensive about the future rise in prices, and prefer 
to hold goods rather than money and money rather than securi¬ 
ties. In consequence, the rate of interest may tend to rise 
rather than to fall, and this will come about because the supply 
curve for loans has moved to the left, so that a given (piantity 
of loans will be available only at a higher rate of interest in spite 
of the increased quantity of money. 

In these circumstances any further attempts to maintain a 
low level of interest by Government purcluises of securities will 
further increase the quantity of money and raise commodity 
prices, thus defeating its own object. 

Conclusion 

Our examination of the relationship between the quantity of 
money and the phenomenon of interest has givcui us an answer 
to the question, “ For what is interest a payment ?" It is that 
interest is the payment for the inconveniences sufficed and the 
risks borne when liquid funds are immobilised as loans. To 
the question, “ How is the rate of interest determined we have 
found two alternative answers: first, that it is the rate which 
makes the demand for money balances equal to the existing 
ejuantity of money; second, that it is the price which equates 
the demand and supply of loans. If we take the first, we then 
want the schedule of marginal efficiency of capital to find the 
quantity of investment at the given rate of interest. In the 
second, the quantity of investment is the same as the quantity 
of loans, and we determine it and the rate of interest simul- 
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taneously. In either case, taking the t% post view, savings and 
investments are equal, so knowing investment we know savings. 

Alternatively, we can take demand and supply of loans ex 
ante, and determine the quantity of investment. This will not 
necessarily be equal to the quantity of savings ex ante, since 
the latter is a measure of the savings people wish to make, but 
in the event the savings they achieve in a period may be greater 
or less than their original intention. 
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Chapter XXI 

INCOME AND EMPLOYMENT 


We are now in a position to attempt to explain what determines 
the income of a given community and the amount of employ¬ 
ment the production of that income will offer. Throughout our 
investigations we have noted the controlling power of demand 
over economic activity. Individuals provide productive ser¬ 
vices, because they themselves have demands for goods and 
services, and the use of the productive services they provide 
is directed by their forecasts of the community’s demand for 
the goods and services they can produce. So Jones serves an 
apprenticeship as a tailor and Smith invests his capital in a 
worsted weaving shed, because each believes that over the 
period of future time in which he is interested the demand for 
suits will provide him with an income. 

Demand alone does not, however, determine what is pro¬ 
duced. The technical possibilities of production have to be 
taken into account. The quantity of every type of resource 
available and the efficiencies of each of them, as measured by 
their marginal physical products, determine the quantities of 
goods and services which the society can produce. We can go 
even farther and, while still working in “ real ” or physical 
terms, set out all the possible combinations of quantities of 
goods and services which the resources available to the com¬ 
munity make it possible to produce. The technical facts of 
production determine the scope of choices before consumers, 
and demand determines which of those possible choices will be 
selected. But considerations of demand tell us something more 
than the way an income of a given size will be divided between 
the various goods and services on v/hich it is possible to spend 
it. Considerations of demand for income in terms of effort will 
tell us the amount of effort the prospect of a given income will 
call forth, and technical considerations will tell us whether that 
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expenditure will produce the income which will call it forth, or 
whether it will produce a larger or a smaller income. 

The total demand for goods and services over a period of time 
is measured by the earnings of that period. We saw in Chapter 
XVI that earnings may be looked at, alternatively, as the sum 
of payments to factors of production, or as the total expendi¬ 
ture on goods and services. The identity of these two quanti¬ 
ties was ncTed more than a hundred years ago by the French 
economist, J. B. Say, who based on this observation his law 
wliich states that supply creates its own demand. 

If the process of supply were instantaneous, Say’s Leiw would 
ap|:)roximat(' much more closely to the truth, but the supplies 
of goods and sct vices available today are largely dependent 
on d(‘cisi(ms to produce which were taken some time ago, and 
the total paymt‘nts to factors of production are mainly depen- 
d(‘nt on d(‘('isions about what is to be produced in the future. 
'rh(‘re is thus no guarantee that when a thing is produced there 
will be any demand for it. 


Earnings and Expenditures 

lad us look for a moment at the definition of earnings as the 
total of ('xpenditures on consumption and investment. Ex¬ 
penditure on consumption depends on propensity to consume. 
This concept is tlu‘ obverse of that of time preference, which 
may be n‘gariled as propensity to refrain from consumption. 
Habits of consumption, we have seen, are somewhat rigid, and 
consum})tion is related to income, tending to represent a larger 
proportion of a smaller income and a smaller proportion of a 
larger income. We do not get much assistance in determining 
income here, as the causal relationship is rather in the other 
direction. 

riiis is not so with expenditure on investment goods, where 
the determinants are anticipations of future income and the 
I'urrent rate of interest. The greater the marginal efficiency of 
capital and the lower the rate of interest, the greater will be the 
expenditure on investment goods. More expenditure on goods 
means larger payments to factors of production for producing 
them and therefore the greater will be earnings. Thus it is 
possible for a community to increase its earnings by spon- 
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taneously or deliberately increasing its expenditure on invest¬ 
ment. 

Accustomed as we are to looking at the matter from the 
individual standpoint where it is necessary to accumulate funds 
by saving before expenditure on investments can take place, 
this statement is at first somewhat puzzling. Let us consider 
what would happen if the members of a community for any 
reason whatever showed suddenly a decreased preference for 
liquidity; that is, holders of money balances became willing to 
reduce those balances somewhat. This would have the effect 
of increasing the supply of loans, decreasing the rate of interest, 
and establishing a new equilibrium at a point lower down the 
scale of marginal efficiency of capital, where the demand for 
loans was equal to the increased supply. Investment oppor¬ 
tunities, which were formerly beyond the margin of practica¬ 
bility, will now fall within it, and a demand for factors of 
production will arise to enable these opportunities to be taken. 
The earnings of these factors of production will constitute an 
increment to earnings and, from the increased total of earnings, 
there will be an increase in savings equal to the increase in 
investment. 

This argument assumes, of course, that there arc unemployed 
units of factor of production to be drawn into employment, or, 
if all the labour force is employed, that an increase in wage 
rates will call forth an increased amount of work per head. If 
there is no increased supply of factors of production in response 
to the increase in demand for them, there can be no increase in 
output. The increased volume of loans will then increase the 
demand for producers' goods, their prices will rise, and factors 
of production will be diverted from the making of consumption 
goods to the production of producers' goods. In consequence, 
the output of consumption goods will fall, and with demand 
increasing as wages rise, the prices of consumption goods will 
rise also. This in turn will increase the profitability of invest¬ 
ment in producers' goods, and the marginal efficiency of all 
quantities of capital will be increased. The process known as 
inflation has been set in motion, and nothing but a rise in the 
rate charged for loans sufficient to destroy the profitability of 
borrowing to buy producers' goods will check its continuation 
until the economic system collapses. 
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The Volume of Employment 

If wc know earnings and the way in which expenditure of 
c*arnings is divided between consumption and investment, it is 
possible to compute the quantity of labour which will be 
n'quired to produce the volumes of consumption goods and 
producers’ goods respectively necessary to meet the existing 
l(*vel of demand at current prices. If Say’s Law were true, 
then tliese two numbers of persons employed should equal the 
total labour suj)ply, and uncmplo3mrient could exist only so far 
as frielicjns ])r(?vented that movement of labour between occu¬ 
pations and betw(‘en localities necessary to fill all vacant jobs, 
and so far as rigidities of wage-rates prevented the adjustment 
of supply and demand. Is this the whole story? 

'I'o answ(‘r this (piestion let us return to the discussion of the 
th('ory of wag('s in Chapter XIV. There we saw that the 
(U'lnand for labour on the part of an individual firm was tluit 
(plantity whose marginal physical product, when employed by 
the firm, was equal in value to the wage paid. For a firm in 
a })erf(‘ctly comj)etitive market the price of the product is 
('onstant irn'spective of the quantity produced, so that the 
sha])e of the firm’s demand schedule for labour depends en¬ 
tirely on the scale of diminishing marginal physical products. 
If the wage-rate is cut, the employer can increase the quantity 
of l.dxuir he employs until the smaller marginal product, valued 
at the same price as Ixdore, is equal in value to the new wage- 
rate. If the firm is selling in an imperfect market, we shall 
have to valiu' the marginal physical product by multiplying it 
by the marginal n'venue instead of by the price, but the same 
mil' will hold, that a cut in wages will lead the individual firm 
to increase the employment it offers and a rise in wages will lead 
it to decrease its use of labour. 

This result would probably hold true for an industry. If 
I'otton operatives’ wages were cut, the prices of cotton goods 
would be dt'creased and the demand for them would extend. 
More operatives would be employed at the lower wage-rate, 
i'he only possibility of this not being true is that the cut in 
wages should reduce the demand for the commodity, and this 
is not likely to happen for an individual industry. 

If instead we assume a general cut in wages, what would 
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happen ? Let us first think of a general cut, not only in wages 
but in payments to all factors of production in a closed com¬ 
munity. Then we should get a cut in earnings and hence in the 
total monetary demand for all goods and services. Earnings, 
however, represent total factor costs of output, so that costs 
and hence prices would fall by the same amount. The most 
probable result would seem to be that production income would 
be smaller in terms of money but unchanged as regards physical 
dimensions and composition, and hence would require the same 
number of workers to make it. The net result would be that 
all prices of goods and services would be written down by the 
same proportion, and otherwise everything would go on as 
before. There would be no change in employment. 

A cut in wages alone would have more complex effects. The 
wage cuts will enable prices to be reduced, and at the same time 
workers’ incomes will be reduced in a proportion greater than 
the proportionate fall in prices. The wage-earners will suffer 
a diminution in real income and their consumption will be 
reduced. Recipients of other forms of income will not suffer 
reductions, and their real incomes will be increased as prices 
have fallen. 

Now if this section of the community increase their con¬ 
sumption to absorb the goods not purchased by the wage- 
earners, total demand will remain unchanged, employment 
will be the same as before, real income will be the same as 
before, but will be redistributed to the advantage of non- 
wage-earners. 

There are unfortunately reasons to believe that this is un¬ 
likely to take place. If, as is usual, non-wage-earners are at 
the upper end of the income scale and wage-earners at the lower 
end, the marginal propensity to consume of the former will be 
less than that of the latter, and a transfer of income in this 
direction will lead to a reduction in total demand and thence to 
a reduction in production income and in employment. The 
direct effects of a reduction in consumption of this type might 
not be very serious, but it has secondary effects, because it 
makes investment less attractive. Expenditure by non-wage- 
earners on investment is therefore likely to be reduced, and this 
will have further reactions on the demand for labour which will 
in turn react on the demand for consumption goods. A cumu- 
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lativc tendency to decreasing effective demand and decreasing 
employment will have been set up, and the effect of the wage 
cut will be a reduction in employment and not an Increase. 

Wage Cuts and Employment with an Export Market 

Now let us suj)pose the community is not a closed one but 
( Ugages in international trade. The immediate effect of the 
reduction in the level of wages again must be to reduce the 
consumption of the workers concerned. The lower level of 
costs will enable exporters to reduce their prices for exports, 
and this should lead to some increase in exports. How big this 
increase in exports may be depends on the elasticity of demand 
in overseas markets for the goods of the country. If the in- 
crc‘asc‘ in (h'lnand in response to the price fall is of sufficient size, 
it may absorb the goods released by the fall in consumption in 
the home marked and more besides. In these circumstances 
the demand for labour will have extended as a result of the fall 
in wage's. 

The* ine'ie'ase' in emj)loyment from increased exports is not, 
lie)we‘ve‘r, an inevitable result of the decrease in wages: it is 
ele*j)e'nelent e)n the de'inand for exports, and the supply of them, 
being sufficie'ntly elastic. If the policy of wage cutting is 
atte'injde'el at a time when other countries are experiencing 
increasing unemjdoyment and are raising tariff barriers against 
the exports of other countries, the demand for exports may not 
increase to the reejuired degree. 

Let us Mlppose that the people of Ruritania who are all 
ilairy farnu'rs are important buyers of British manufactures, 
and that they sell most of their butter to British \vorkcrs. The 
cut in British wages will then lead to a reduction in consump¬ 
tion ot Ruritanian butter, a reduction in incomes in that 
country, a reduction in Ruritanian consumption of British 
manufactures and a consequent decrease in employment in 
Britain. I'liis is a result of the fact that the economies are so 
closely related that a wage cut in one has much the same effects 
as if the two ('ountries were unified. 

Also on the siij^^ly side, if the goods exported are of quite a 
different character from goods consumed at home, there will be 
some delay before productive capacity formerly employed in 
catering for the home market is converted to production for the 
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export market. On the degree of ease with which this con¬ 
version can take place will depend the elasticity of supply of the 
exported goods. If by chance the work in the export industries 
is of a specialised character, so unlike the work in the home 
consumption industries that labour cannot be transferred from 
one set to the other without re-training, the supply of exports 
will be inelastic, and no compensatory increase in employment 
in the export industries can be looked for, at least in the short 
run. On the other hand, there may be some compensatory 
increase in the demand of the workers in the export industry 
for home-produced consumption goods as, the prices of these 
goods having fallen, they may be willing to extend their 
demand. 

Money Income and Employment 

It is probable that a reduction in the money income of a com¬ 
munity, say by an arbitrary cut in wages, will reduce con¬ 
sumption and hence reduce employment; and that a further 
reduction in employment will take place in the producers' goods 
industries, because the fall in the activity of the consumption 
goods industries will reduce the volume of investment. This in 
turn will react on the volume of consumption, which will again 
cause a fall in investment. At each stage employment will be 
reduced, but, provided wages stay fixed at the new and lower 
level, there is no reason to suppose the movement will go on 
indefinitely. We have seen that people tend to consume a 
higher proportion of a lower income than of a larger income, and 
so the successive reductions in consumption and employment 
will be smaller and smaller, until the system is again stable at 
a lower level of income, wages and employment. 

Similarly, an arbitrary increase in wages will have the effect 
of increasing demands, first for consumption goods and next 
for investment goods, and in each case will bring an increase in 
the demand for labour to make such goods. Here, however, 
it is necessary to bear in mind that increases of employment can 
come about only if there is unemployed, or at least under¬ 
employed, labour. Unless there are people to draw into em¬ 
ployment, or who may be induced to work harder by a higher 
wage, no increase in income can take place, since output cannot 
be increased. 



320 


AN INTRODUCTION TO ECONOMIC ANALYSIS [Ch. 


The Mechanism of Change 

We have now traced the effects on the volumes of output and 
employment in turn, of stimulating the volume of investment 
and the volume of consumption. A similar reaction was ob¬ 
tained in both cas(?s, but the two methods are not necessarily 
interchangcaible as instruments of economic policy. The 
method of stimulating investment is usually preferred, because 
incr(*ased investment results immediately in increased employ¬ 
ment in the country which makes it, and this is not invariably 
true of increased consumption. An arbitrary rise in wages or 
an increase in the scales of unemployment relief may in the first 
instanc(^ k‘ad to increased consumption of imported food-stuffs, 
and inen^ased employment may be secondary and on a dimin- 
ish(‘(l sc ale. I'or a closed community there would be less to 
(1 loose bt'tween the two methods. 

i'iie force of this argument may be clearer when we have 
( xamiiu'd the mechanism by which these changes take place in 
more dc'tail. 

An increase in wage-rates, or in unemployment relief, will 
be divi(k‘(l between consumption and saving according to the 
])r()p(‘nsity to consume of the people receiving the increased 
incomes. In the circumstances, where this problem is most 
likely to arise, i.e. when there is heavy unemployment, a rise in 
unemi)loyment relief is likely to be spent entirely on con¬ 
sumption. Next comes the division of the new expenditure 
betwei'u the commodities available for consumption, and this 
depends on what is termed the income elasticity of demand 
for the commodity." This is a measure of the responsiveness 
of th(' cjuantity purchased to changes in income. Unlike price 
(‘lasticity whicli we were able to discuss in terms of movement 
up and down a demand curve, income elasticity relates to 
changes in the whole demand schedule, that is, to shifts in the 
demand lairve. As a result of the increased income the demand 
curves for iiulividual commodities will move to the right by 
varying amounts according to the degree of income elasticity. 

do trace effects ccnrectly we must think of the results on the 
individual tirm. We will assume perfect competition where the 
ck'inand for the product of a firm is represented by a horizontal 
straight line and an increase in demand is represented by a 
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raising of such a straight line. The effect on output and hence 
on the employment offered by the firm depends on the shape of 
its marginal cost curve. If this curve is of a narrow U shape, a 
given increase in demand, represented by raising the horizontal 
demand curve a given height, will cause only a small increase in 
output before marginal cost is once more equal to price. If, 
however, the marginal cost curve is of a broad flat-bottomed 
type, there may be a considerable increase in output before 
marginal cost has risen by the required amount, and so the 
consequent increase in output, and hence in employment, will 
be greater in this case than in the previous one. A great 
deal of importance therefore attaches to the commodities con¬ 
sumers choose for increased consumption. If they select ones 
whose marginal costs rise rapidly, prices will rise with little 
increase in output, and there will, in the first instance, be little 
increase in employment. 

The increased prices will bring increased incomes to the 
owners of the other factors of production, and what happens to 
employment at second remove depends on what these people 
do with their increased incomes. It is probable that their 
marginal propensity to consume will be less than that of the 
unemployed, and they will try to increase their money balances, 
thus stultifying the attempt to increase employment. 

Apart from the shape of the marginal cost curves, it is also a 
matter of importance, when considering such a policy, to know 
how fully occupied firms may be. Eventually all marginal cost 
curves rise vertically when a firm has reached maximum total 
output, so that, if the existing output approaches the maximum, 
any stimulation of demand will lead to rising prices without 
increased employment, and thus to inflation. 

If the stimulus takes the form of a lowering of interest rates, 
the demand for producers' goods will extend, as it will be 
possible for investors to move farther down their scales of 
diminishing marginal efficiency of capital. If the stimulus to 
increased investment comes from increased consumption, then 
the schedule of marginal efficiency of capital will be increased, 
and the demand curve for loans will move to the right. The 
quantity of loans demanded, when defined in the manner we 
have adopted, is also the total demand for producers' goods and 
for factors of production to make these goods. The demand 

I.E.A.-11 



322 AN INTRODUCTION TO ECONOMIC ANALYSIS [Ch. 

for labour therefore will depend partly on the total demand for 
producers' goods and partly on the proportions in which factors 
of production are being combined to make producers' goods. 

What we said above about the importance of the relation 
between marginal cost and output is relevant here. Indeed, 
“ bottlenecks," or cases of output being restricted by limita¬ 
tions on the quantity of productive capacity, which cannot be 
readily removed, are more important with producers' goods, 
'riie expansion of the output of a whole nation can easily be 
retarded by inability to increase output of an essential material 
or piece of equipment. We have seen in this country the limita¬ 
tion on output due to the shortage of coal, the supply of which 
in contemporary conditions was very inelastic. During the war 
the existence in this country of a single plant capable of making 
highly accurate steel tube would have greatly simplified the 
production of bearings for tanks and aeroplanes, and lack of 
equipment to make forgings and jigs and tools was a factor 
which retarded the invasion of France. 

I'he occurrence of a bottleneck in a production system can 
therefore lead to limitations of output, so that any further 
stimulation of demand will cause rising prices without increased 
output, and will, if persisted in, lead to inflation. The ultimate 
limit is set when all labour is occupied, and no further increase 
in wages can inereiise the number employed or induce people to 
work harder. I he existence of bottlenecks may cause marginal 
cost curves to rise vertically before all unemployment has 
disappeared. 

Full Employment Policies 

The heavy unemployment which beset almost every country 
in the world in the early ll)30’s, led to intensified study of the 
j)roblem of designing economic policy to control the volume of 
em]doyment. Now, the idea that governments should alleviate 
unemj)loyment by embarking on constructional schemes, when 
the volume of emplownent offered by private enterprise fell 
seriously short of the number seeking work, was by no means 
a new one. The " Public Works Remedy " for unemployment 
was advocated as a means of alleviating mass unemployment in 
the later nineteenth century, but such measures were regarded 
as being of the nature of palliatives. Periodic occurrences of 
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heavy unemployment were regarded as inevitable, and public 
works schemes as a remedy, which would relieve the symptoms 
but leave the causes of the unemployment untouched. 

The new element in the work of Keynes and Beveridge in the 
1930's was that they believed the quantity of employment could 
be controlled and unemployment prevented. The policies 
advocated were of two types: 

(1) Continuous control of the volume of employment through 
monetary policy. 

(2) Measures to deal with emergencies when unexpected 
increases in unemployment occur. 

I'he first objective was to be achieved through control of invest¬ 
ment. Government policy should be directed towards inducing 
businessmen to undertake a sufficient volume of investment and 
thereby to offer a sufficient volume of employment to absorb all 
who are seeking jobs. 

We have already seen that an increase in employment and 
the attendant increase in income can be brought about, either 
by stimulating consumption or by stimulating investment, but 
that the most direct method of achieving this end is by an 
increase in investment. We have furthermore seen that the 
volume of investment depends on the rate of interest; the 
lower the rate, the farther down the scale of diminishing 
marginal efficiency of capital it is possible to go and the greater 
the number of investment opportunities which can be under¬ 
taken. Each additional investment opportunity which is taken 
up means an increase in the demand for factors of production, 
including labour. Lord Keynes therefore advocated that the 
rate of interest should be kept sufficiently low to stimulate 
investment to the degree necessary to create a demand for 
labour which would absorb the existing supply. 

Control of the rate of interest, as wc have seen, lies in the 
hands of the monetary authority which controls it at the same 
time as it controls the quantity of money. By increasing the 
quantity of money the willingness of people to make loans is 
increased, so that they make available the larger quantity of 
loans necessary to enable the increase in investment to take 
place. 

Willingness of businessmen to invest depends, not only on the 
rate of interest, but also on their confidence in the future profit^ 
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ability of the investments they contemplate so that there may 
be times when the prospects for the future are so uncertain that 
private investors tend to hold back and wait for the situation 
to clarify itself. The State can then intervene and undertake 
investment, raising the necessary funds by means of loans. 

Because of State expenditure, the earnings of factors of 
production will be greater than they would have been if that 
expenditure had not taken place. There will be an initial 
increment to earnings equal to the amount of the Government 
investment, but the matter does not end there. The owners of 
factors who receive this increased income will spend more on 
consumption than they otherwise would do, and so the incomes 
of the factors of production making consumption goods will be 
increased, indirectly, by the Government investment. They in 
turn will spend more in both consumption goods and producers* 
goods, and so the process will continue. 

The amount of the increased incomes which people spend on 
consumption will depend on their marginal propensity to con¬ 
sume, and the more they consume the greater the emplo 5 mient 
they will give. The increased consumption will increase will¬ 
ingness to invest in two ways. It will lead to increased invest¬ 
ment to provide for the increased consumption, and this will 
take the form of increased stocks of raw and semi-finished 
materials and also of replacements of worn-out machinery. 
Secondly, the increased investment may induce businessmen to 
revise their estimates of future levels of consumption and hence 
of future levels of business activity. Their estimate of the 
future profitability of their investments will be increased and 
the scliedule of marginal efficiencies of capital will rise. The 
total effect on employment will therefore consist of the direct 
effect of the (iovernment expenditure on investment, the extra 
employment induced by the consumption of those drawn into 
employment by Government expenditure and the employment 
created by the increase in private investment resulting from the 
first and second effects. 

The method of lowering the rate of interest to stimulate 
private investment and, through investment, to increase em¬ 
ployment, and the method of increasing employment through 
Government investment, arc thus seen to be alternatives, 
rheir effects are the same and the mechanism through which 
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those effects are attained is substantially the same, but the 
difference in the method of applying the stimulus is important. 

If willingness to invest is at a very low level (that is, the 
schedule of marginal efficiency of capital has shrunk because 
businessmen's estimates of future profits are low), then in these 
circumstances a fall in the rate of interest will have little effect. 
If businessmen as a whole suddenly began to invest more, the 
investment would be profitable for everybody, but the prospect 
for any firm doing it alone is one of loss. The Government, 
however, has a direct interest in the size of the national income, 
for on the size of that income Government revenue from taxa¬ 
tion depends. Therefore, it would pay the Government to 
employ men to dig holes and fill them up again, or to build 
battleships if it can thereby secure an increase in the national 
income greater than its expenditure on employment-giving- 
works. The men who are employed on Government schemes 
will have to be supported an)rway, so that it is a matter of the 
choice of paying them a dole out of a smaller and decreasing 
national income or paying them wages out of a larger and in¬ 
creasing national income. 

It is not of course necessary that the projects on which they 
are to be employed shall be useless, because there are always 
numbers of useful projects which could be undertaken. The 
essential point is that it is not necessary that the projects 
undertaken shall offer a rate of return over cost equal to the 
current rate of interest, if there are not enough projects which 
can pay this rate to employ the available factors of production. 
The individual firm cannot undertake schemes which have no 
prospect of paying their way. The State can, because it can 
set all increases in communal income, irrespective of to whom 
they accrue, against the extra communal expenditure, while 
the firm is concerned only with the share of the increased 
income which accrues to it. 


Marginal Propensity to Consume and the Multiplier 

For those who desire a more precise statement of this rela¬ 
tionship between income, investment and employment, the 
following approximation may be useful. To enable a simple 
statement to be made, two assumptions are necessary. First, 
we must get over the fact that labour is not homogeneous by 
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thinking in terms of standard units of labour. We will assume 
that differences in efficiencies of labour are reflected in wage- 
rates, so that if one individual gets twice the wage of another, 
ho counts as twice as many labour units. A labour unit is the 
amount of labour which can be bought for the wage unit, which 
in turn is equal to the total wage bill divided by the total 
number employed. It is therefore equal to average labour 
earnings per employed person. We shall measure the earnings 
of the community and the expenditures on consumption and 
investment in terms of these wage units. 

h'urthcr, we shall assume that a given increase in investment 
I(‘ads to a pnjportionate increase in employment. This is only 
approximati;ly true, but the attempt to get a closer degree of 
approximation will hopelessly complicate the problem. 

Let us suppose that in an economy suffering from unemploy¬ 
ment where idle equipment and stocks of materials also exist 
the (iovernment draws on idle stocks of money and invests a 
sum A/ in the wages of men who build roads which otherwise 
would not be constructed. The recipients of this expenditure, 
being better off than when unemployed, increase their con- 
sum])tion expenditure by, say, f of the increase in income, 
riiis expenditure, being additional to previous consumption 
exp( nditurc, increases the communal income by an equivalent 
sum and again the recipients of the extra income increase their 
consumption by t of the increase, that is by The 

process continues until the increments in income become so 
small as to be negligible, and we can then sum up the total 
increasi' in income which has taken place. The amounts form 
the terms of a geometrical progression, and the increase in 
income is given by, 

A/: ^ A/ (1 -1- t + a)2 + (1)3 -1-.(J)n) = 5A/ 

The fraction, i in this instance, of an increment of income 
consumed is termed the ^Marginal Propensity to Consume, and 
since an increment of income must be either consumed or saved, 
the fraction of income saved, or Marginal Propensity to Save, is 
1. rims an increment in investment and the consequent 
increment in income when the reaction is fully worked out are 
seen to be connected by a multiplier which is the reciprocal of 
the marginal propensity to save, so that the smaller the propor¬ 
tion of an increment of income saved the larger the multiplier. 
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The multiplier mechanism is a ‘'feed-back" system with a 
leak, the leakage being the diversion of income into savings. 

The more general proof of the proposition given by Keynes 
runs as follows. Measuring all quantities as before in wage 
units and income being either consumed or invested, we have 

E = C -\~ I 


Marginal Propensity to Consume is 



— , where is the 
k k 


Marginal Propensity to Save. 

Since E = C I, a small increment in jG" = i^E = AC + A/ 

^E ^ Ml k AE 

0 = - - + Ai? = kAI 

k AZs k A£ 

Strictly speaking k is the employment multiplier, but pro¬ 
vided we can assume that increases in investment are approxi¬ 
mately proportional to increases in employment the two multi¬ 
pliers will not differ significantly. The argument assumes that 
propensity to consume (or alternatively to save) remains 
constant, and furthermore it is assumed that the whole process 
is instantaneous, whereas it is more probable that a time lag 
will intervene between one stage of the process and the next. 
The argument can be amended to take account of these factors, 
but the essential truth of this simplified version of the 
l)rocess is not seriously impaired. 

The multiplier mechanism requires reserves of unemployed 
labour, equipment and materials for its operation, and so it 
would appear that although it may work itself out before full 
employment has been reached, it cannot go on working past 
that point. In so far as the process operates in physical terms 
this must of course be so, but investment in money terms can 
continue after full employment has been reached, when it will 
result not in an increase in physical investment and income, 
but in an increase in the money measures of those quantities 
through an increase in prices. 


Further Reading 

Meade, J. E.: Economic Analysis and Economic Policy. 
Morgan, E. J. : Conquest of Employment. 

Robinson, J.: Introduction to the Theory of Employment, 



Chapter XXII 

INCOME FROM INTERNATIONAL TRADE 


Until quite recent years it was customary for works on inter¬ 
national trade to be written as if its problems required for their 
explanation a theory quite separate and distinct from that used 
for the problems of internal trade, but we shall find that the 
same apparatus of thought serves us in both cases. The nature 
of the problems is unchanged, but a new emphasis has to be 
placed on certain features of them. Thus we have become 
acquainted with the effects of lack of mobility of factors of 
production between firms, between occupations and between 
localities, but factors tend to become even less mobile when 
national frontiers have to be crossed. 

We have discussed the division of labour between individuals 
and between firms; now we shall be concerned with division 
of labour between countries, and an aspect of this problem, 
which is pri'sent when members of the same community are 
concerned, takes on a new importance when the citizens of 
more than one country are affected. 

When technical changes take place, the reallocation of tasks 
which follows may destroy the livelihood of one group and 
benefit another. If both groups are inside the same country, 
some social friction will occur; but if the change results in work 
crossing national frontiers, there is likely to be agitation, from 
those wlio have lost their livelihood, for legislation to exclude 
the products of the group who have supplanted them. Finally, 
there are the difiicultit's which arise when trade is being carried 
on in terms of two or more currencies instead of only one. We 
shall review these aspects in turn. 

International Division of Labour 

The proximate reason for buying the product of another 
country instead of the home-produced article is that the im- 

328 
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ported article is cheaper. The reasons for the price difference 
are of the same kind as those for differences in the prices of 
products of firms. One country may have superior natural 
resources. Thus Malaya can produce tin more cheaply than 
Cornwall, because the Malayan deposits are such that the ore 
can be much more easily extracted. The qualities of natural 
resources must always be assessed in relation to the technique 
of production employed, for a change in technique may modify 
the balance of advantage between different natural resources. 
The selection flotation process has reduced the advantage of 
using high-grade ore as compared with low-grade ore of several 
metals. Then, again, one country may have superior or more 
plentiful capital equipment; it may have a more highly skilled 
labour force, or workers may be willing to do a given amount of 
work for less pay in one country than in the other. 

It is not probable that these factors will affect all types of 
production equally. If a country has large mineral resources 
or a great deal of fertile land per head of population, it is 
probable that it will have a relatively small amount of capital 
per head. Each country will therefore tend to produce those 
things which require a large proportion of the factors of produc¬ 
tion that are most plentiful there. Here we have the reason 
why it so often pays a community to specialise on the produc¬ 
tion of a limited range of commodities and to buy from other 
communities the other things it wishes to consume. The 
country has a large quantity of a factor and the opportunity to 
use it in an occupation where a large proportion can be used 
without marginal physical product falling to a very low level. 
Also, if the commodity produced is exported, it will be possible 
to expand sales much farther for a given fall in price than would 
be the case if the industry were catering only for home demand. 

The scales of marginal physical products of labour and land 
occupied in wheat growing in Canada would be unaffected by 
the disappearance overnight of the export demand for Canadian 
wheat, because these scales depend solely on the physical 
quantities of the various factors employed, but the scales of 
value of marginal products would suffer a drastic fall. The 
eventual result of such a change in demand would be that the 
quantities of all factors employed would be much reduced, 
equilibrium points would be much higher on the scale of 
I.E.A.— 11 * 
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diminishing marginal physical products, and the new combina¬ 
tion of a larger marginal physical product and a smaller price 
would give a marginal value product for each factor employed 
equal to the marginal earnings of the same factor in all the other 
occupations open to it. 

This is merely a further example of the old maxim that the 
degree of division of labour is limited by the width of the 
market. The specialisation of a large part of the resources of 
a country to tlie production of one product is division of labour 
on the international scale. The increased income which such 
specialisation makes possible can be achieved only if there is a 
demand for the product when it is produced. However great 
the res(uirces of soil fertility, forest, mineral wealth or water 
])ower in a country may be, they do not contribute to the wealth 
of the area until they are producing products which someone is 
willing to buy. 

Use can thus be made of the special qualities of areas. Vast 
areas in Canada or the Argentine may be devoted to wheat, in 
the United States to cotton, in Australia to sheep, on the 
Kand to gold-mining, in Malaya to rubber-growing and tin- 
mining, in Brazil to coffee, and so on. We should also remember 
that for the same reasons South Wales has specialised on coal¬ 
mining, the Vale of Iwesham on fruit-growing, and Lancashire 
on cotton manufacture. 'Fhe same theory of location of industry 
explains the distribution of industry on the national as on the 
international scale. 

riie physical advantages of the area for the particular form 
of production are only one of the conditions necessary for this 
geographical division of labour. If Canada could not sell its 
wheat or South Africa its gold and obtain other commodities in 
exchange, it would be obliged to curtail that form of production 
and to turn the factors over to other products. International 
liivision of labour thus depends on the breadth of the inter¬ 
national market. The more freely goods are exchanged between 
the nations, the more closely does the distribution of the world's 
resources approach that in which each unit is so employed that 
its contributit)!! to world income is as great as it can be. This 
we saw was also the principle underlying the specialisation of 
human tasks. 

This does not mean that every commodity will be produced 
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in that locality where circumstances are most favourable for it. 
If that were so, it would be difficult to explain why English 
wheat land capable of producing thirty-six bushels per acre 
should in the past have ceased to produce wheat, and that 
Canadian land capable of producing only twenty bushels per 
acre should have been brought into cultivation to make up the 
deficit. The English wheatland had a more valuable marginal 
product when employed in some other way than it had in wheat 
production, so it changed its occupation. The best acre of 
wheatland in the world may be worth more as a mediocre 
factory site than for growing wheat, so it ceases to be cultivated. 

The Law of Comparative Costs 

The benefits to be derived from specialisation can be illus¬ 
trated by the Comparative Cost Law which was once used to 
account for the phenomenon of differences in commodity prices 
between countries. It does not offer an explanation wliich is 
acceptable in the light of modern price theory, but it affords a 
simple illustration of the advantages derived from international 
trade and is worth retaining on this ground. 

In its original form, this generalisation was made under the 
assumptions that costs and prices can be measured in terms of 
hours of labour, that costs per unit are constant and that 
exchange is by barter. It is then quite easy to demonstrate the 
advantages of specialisation and international division of labour. 

Let us suppose that in Ruritania ten days' labour will pro¬ 
duce either twenty units of linen or twenty units of wheat, wliile 
in Sylvania the same quantity of labour will produce either ten 
units of wheat or fifteen units of linen. Ruritanian labour is 
more efficient in the production of both commodities than 
Sylvanian, but it will, nevertheless, pay Ruritania to specialise 
in wheat growing and to import linen. If this is done, twenty 
days' labour in wheat growing will provide twenty units of 
wheat for home consumption and up to thirty units of imported 
linen instead of twenty of each as would have been the case 
without specialisation. The arrangement benefits Sylvania 
also. By specialising on linen and exchanging half the produce 
with Ruritania, twenty days' labour produces up to fifteen 
units each of wheat and linen instead of ten of one and fifteen 
of the other, as without specialisation. These figures give the 
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maximum amounts by which each country may benefit, but 
since it will pay Ruritania to import linen if more than one unit 
can be obtained for a unit of wheat, and it will pay Sylvania to 
buy wheat so long as something less than one and a half units 
of linen is paid for each unit of wheat, there is a range of wheat 
prices, from one unit of linen to one and a half units, inside 
which a bargain will benefit both parties. 

By varying the figures in the example it is possible to show 
that trade will take place, except when the ratio of the efficiency 
of labour in one industry to its efficiency in the other is the same 
in both countries. Thus, if in the above example Sylvanian 
labour had produced fifteen units of either commodity, one 
unit of wheat would have been worth one unit of linen in cither 
country and there would have been no advantage in transport¬ 
ing it from one to the other. Similarly, if the outputs of a given 
(|uantity of labour had been thirty of wheat and twenty of 
linen in Ruritania and fifteen of wheat and ten of linen in 
Sylvania, the ])rice of linen would have been one and a half 
units of wheat in both countries, and again exchange would 
liave benelited nobody and would not have taken place. 

Now we will introduce slightly more complicated assump¬ 
tions. The two countries, we will suppose, use as money gold 
dollars of identical weight and fineness, so that people in one 
country are willing to accept the coin of the other country, 
f'urtherinore, transactions in wheat and linen are the only ones 
taking place between the inhabitants of the two countries, and 
transport costs are still ignored. Assuming as before that the 
product of a day’s labour is two units of wheat or two units of 
linen in Ruritania and one of wheat or one and a half of linen in 
Sylvania, we can now say something about the levels of wages 
in the two countries. 

Wage-rates in Ruritania cannot be more than double those 
in Sylvania. If the difference is greater than this, the price of 
wheat in Ruritania will be greater than the Sylvanian price. 
If wages in Sylvania arc one dollar a day, then the price of 
wheat will be one dollar a unit, and if Ruritanian wages are 
two dollars a day, the price of wheat there will also be one 
tlollar a unit, so that no trade will take place between the two 
countries. If Ruritanian wages are higher than this, it will be 
cheaper to buy both commodities in Sylvania; trade will there- 
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fore be in one direction only; dollars will be exported to pay 
for Sylvanian wheat and linen. As the quantity of money in 
Sylvania increases, prices and wages there will rise, while as 
the quantity of money in Ruritania decreases, prices and wages 
there will fall. Similarly it can also be shown that wages in 
Ruritania must be at least one and one-third times as great as 
in Sylvania, for if they were lower than this level, linen would 
also be cheaper in Ruritania. Dollars would now be exported 
to Ruritania, prices and wages there would rise, while the other 
country would experience a corresponding fall until, when 
wages in the former were one and one-third times wages in the 
other, prices in the two countries would be the same and trade 
would cease. 

The ratio of wages in one country to wages in the other must 
therefore lie between the limits of one to one and one-third 
and one to two. The lower limit is set by the ratio of the 
productivity in the most efficient Sylvanian industry, i.e. linen, 
to the productivity of labour in the Ruritanian linen industry. 
Similarly, the upper limit is set by the productivities in the 
least efficient Sylvanian industry and the corresponding Ruri¬ 
tanian industry. 

To pursue the matter a stage farther: let us suppose that 
wages in Ruritania are $l J per day and in Sylvania $1 per day, 
the two industries employing the same grade of labour in each 
country. 

Then we have: 

In Ruritania: 

10 days’ labour at costs $15, produces 20 units wheat 
at cost of $0-75 per unit. 

10 days' labour at $1| costs $15, produces 20 units linen 
a cost of $0*75 per unit. 

In Sylvania: 

10 days’ labour at $1 costs $10, produces 10 units wheat at 
cost of $1-00 per unit. 

10 days’ labour at $1 costs $10, produces 15 units of linen 
at cost of $0*66 per unit. 

It is now clear why exchange takes place and how it is ad¬ 
vantageous to both parties. Once we have reached the stage of 
dealing with money costs we can drop the assumption that 
labour is the only factor of production employed and think of 
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money cost as representing pa 5 nnents to a number of factors. 
But there are still some important limitations to the usefulness 
of this method of analysis. In the example above, one country 
would specialise on wheat and the other on linen, neither would 
produce any of the product it imported; yet most countries 
produce some quantity of many commodities they import, and 
tli(^ discrepancy must be explained. Failure to explain is the 
n sult of our assumption of constant costs, for when costs are 
constant, if tlic imported article is available at a price lower 
than tlie cost of any part of the home supply, it is cheaper than 
all the home supply and the imported article will be used 
exclusively, it is also necessary to extend the apparatus to 
d(?al with more than two commodities and more than two 
countries. 

'I'Ik^ labour costs and the money costs, with which we have 
becai dealing li(‘n‘, are average costs, and further developments 
t)f th(' m(‘thod encounter all the difficulties of finding a connec¬ 
tion b(‘tween average cost and the reserve price, which we dis- 
covi'ri'd when we were discussing the supply curve. We had 
then to abandon the attempt to construct an explanation in 
l(‘rms of average costs and to use marginal costs instead, and 
we must do the same again. 

Marginal Cost and International Price Differences 

\Vi‘ will work through this problem of international price 
dilft'n'iices in terms of wheat, and we will assume that wheat is 
a perft'ctly homogem’ous commodity and that there are no 
dilterences in the kinds and qualities of wheat grown in different 
('ountries, although in fact such differences are considerable.‘ 
But although wheat is the same commodity the world over, it 
will still not be true that its price will be the same everywhere, 
file price (ff a commodity or factor is uniform if movement 
from cheajx'r price to dearer price markets is costless. In order 
to move wheat, costs of transport, insurance and merchanting 
services have to be incurred, so that the price of wheat in 
Liverpool can exceed the price of wheat in Buenos Aires by the 
costs of movement between the two centres. A greater differ¬ 
ence than this cannot exist for long, because movement will 

* We also assume a free market in wheat, although such a market has not 
existed in this country since the Wheat Act of 1932. 
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wipe it out, but a smaller difference can of course persist, and 
while it does, wheat will not move between the two centres. 

The supply of wheat in Britain is made up of the contribu¬ 
tions of many suppliers all over the world, and the size of the 
contribution of each of them is that quantity whose marginal 
cost is equal to the British price.^ The constituents of marginal 
cost will not be the same for all. For home-grown wheat the 
marginal cost to the farmer may be greater than marginal cost 
to the Canadian or Argentine grower, but the cost of handling 
will be greater for imported grain. Ignoring differences in 
quality, the marginal costs delivered to British flour mills, of 
wheat of all origins, would be the same, because in a perfect 
market a miller will not pay a higher price for British wheat 
than he has to pay for Canadian or Argentine, and a seller in 
Ottawa or Buenos Aires will not accept a price less than the 
British price minus the costs of moving the wheat to Britain. 
He will increase his output so long as his marginal cost falls 
below this figure. 

This approach to the problem shows how it is possible that 
part of the supply of a commodity may be home produced and 
part imported. It was a flaw in comparative cost theory that 
if the average cost of the home-produced article was greater 
than the average cost of the imported article, all supplies of this 
commodity would be imported, and if the two average costs 
were equal, none would be imported. In our theory any home 
producer who can produce at a marginal cost equal to the 
market price can make a contribution to supply. 

The rule of equality of marginal cost is true only so long as 
we are dealing with a homogeneous commodity, but it is still a 
statement of tendency when home and imported supplies are 
substitutes but not perfect substitutes for each other. 

Differences in Payments to Factors 

Inside a community, factors of production are usually suffi¬ 
ciently mobile to ensure that all firms making closely related 
products pay much the same prices for the factors they employ, 
and cases of one firm enjoying an advantage over rivals through 

^ Under contemporary conditions the marginal cost of home-grown wheat 
will exceed the marginal cost at British mill of imported wheat by the amount 
of the subsidy to the British grower. 
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its ability to buy one or more factors very cheaply cannot be 
common. In international trade there is much less mobility 
between factors. The rich alluvial tin deposits of Malaya can¬ 
not be moved to Cornwall, where they would earn higher rents 
than they do in Malaya; the climatic conditions of Jamaican 
banana plantations can be reproduced in British greenhouses 
only at enormous expense, and Calcutta jute spinners and 
weavers cannot move to Dundee, where they could earn much 
higher wages. The obstacles to movement may be such that 
large permanent differences between the values of marginal 
products can persist. For such a difference in, say, wages to 
be permanent, it would be necessary that the demand for labour 
to make the product in question should be a small part of the 
total labour supply, otherwise the increasing demand for labour 
for this industry would bid up the price of labour and reduce 
the wage difference between the two countries. If the supply 
of labour to the industry was very clastic, so that the wage levU 
was little affected, the low-wage country would be able to under¬ 
sell its rivals until it had captured the whole of the trade in the 
commodity. This result is of course dependent on the products 
of the two areas being perfect substitutes, a condition which 
rarely occurs in reality, but although Japanese cottons were not 
perfect substitutes for Lancashire cottons nor Calcutta jute 
goods for Dundet* goods, the field of substitution was large 
enough for the low-wage area to make considerable inroads on 
the markt‘ts of the high-wage area. 

In the absence of barriers to trade, an area having over¬ 
whelming advantages would drive its rivals out of production. 
In some cases, like those of bananas or citrus fruits, this is 
n'garded as entirely normal. It is not impossible to grow such 
things in Britain, though the cost would be enormous. When 
a manufacture has once been established in a country, however, 
and conditions change giving a rival such advantages that the 
home producer cannot compete, there is a vested interest de¬ 
fending its property rights, and there is then a large measure 
of sympathy for the industry suffering from foreign competition 
and support for proposals to protect it with a tariff. Never¬ 
theless, there is the same misdirection of resources in that 
factors of production are being put to uses in which they are 
less efficient than they are in certain alternative occupations. 
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The supply schedule for the national market in a commodity 
which enters into international trade will therefore be con¬ 
structed in exactly the same way as if all the producers were 
situated within the same political frontier. Each producer who 
makes a contribution to supply will contribute that quantity 
whose marginal cost of putting it on that market is equal to the 
market price. But although one condition of perfect competi¬ 
tion is likely to be fulfilled, in that the numbers of buyers and 
sellers are large, yet there is not perfect mobility of factors of 
production between producers in different national areas. 
Consequently, there is no reason why average costs in one 
national area should be the same as average costs in another 
national area contributing to the same market supply. 

The Effects of National Monetary Systems 

What we have said so far of the trade between national areas 
is equally applicable to trade between regions of the same 
country. Any differences between international trade and 
inter-regional trade have lain in differences in the degree of 
mobility of factors of production. The problems which arise 
because different national areas have different currencies are also 
problems of lack of mobility of money. When two districts have 
the same common money, this form of money is perfectly 
mobile between them, but if the banking system is localised, 
the bank moneys of the two areas will not be perfect substitutes, 
and so bank money will not be perfectly mobile between the areas. 

With national units of money, general acceptability usually 
ceases at the frontier because, even if it is possible to exchange 
foreign money for local money, some trouble and expense is 
commonly involved. If a large volume of international trade 
is to be maintained, it is necessary to make arrangements for 
people who possess money of one country and who wish to pay 
debts in that of another to make the necessary exchange. 

Markets in Foreign Exchange 

International trade existed long before there was any market 
in foreign currencies, or, as it is usually termed in this connec¬ 
tion, foreign exchange. In the absence of a money acceptr^ble 
to both parties, it is necessary to resort to barter or to methods 
which closely resemble barter. A cargo would be sold in one 
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country and the proceeds used to buy there another cargo 
which would be sold in a second country, and the process 
repeated until a cargo which could be sold in the home market 
was acquired. Such a method imposed severe limits on the 
range of goods which could enter into international trade, and 
an opportunity was offered to individuals who were willing to 
buy one currency for another, knowing that they would always 
be able to find somewhere a buyer who wanted that currency 
to settle transactions. Through a large part of the history of 
trade, sucli transactions could probably be carried on only by 
persons who were engaged in trade in commodities, so that they 
could always, in case of need, bring their money home in the 
form of goods by sending it back to its native land and using it 
to buy goods there. 

When transactions between two currencies became frequent, 
regular prices of one currency in terms of the other would be 
established, and such prices came to be termed rates of ex¬ 
change. These rates of exchange would be determined, like any 
other prices, by supply and demand. If at a given time the 
currency of country A was so plentiful in country B that there 
was more than was required to meet the current needs of people 
then* with debts to settle in country A, dealers in exchange 
would consider whether it was likely that at some not too dis¬ 
tant time the situation might be reversed, and there might be 
a shortage of A currency in relation to the demand for it in B. 
They would then be willing to buy the A currency at a price 
sulficiently below the price they expected to rule in the future 
to yield them what they considered a reasonable margin of 
profit, fhis margin would be related to the interest they 
would lose on their money while it was tied up in A currency 
and also to the risks of their forecast of the exchange market 
being wrong. 

fhere will, nevertheless, be a limit to the profit such a dealer 
in exchange can exact. A resident in country B who holds A 
currency will not accept a given price for it if he thinks he can 
do better by sending the money back to country A, using it 
there to buy products of that country, importing those goods 
into country B and selling them there for B currency. Thus, 
suppose that Britain buys raw cotton from Egypt and sells 
machinery to Egypt. The currency units of both countries 
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happen to be called ** pounds,” but their relative values are free 
to change. If Egyptian pounds were very cheap in London, a 
holder of them would consider if it was not more profitable to 
send them to Egypt, use them to buy cotton and bring the 
cotton to Britain for sale. To do this would involve certain 
costs, and we will suppose that cotton worth £100 in Britain 
costs 105 Egyptian pounds in Cairo, and that the cost of moving 
the cotton from one country to the other is £5, then £100 in 
London cannot be worth more than 110 Egyptian pounds, 
otherwise it will pay to import goods instead of selling the 
currency to a dealer. 

Similarly, if machinery worth 100 British pounds in London 
sells for 105 Egyptian pounds in Cairo and costs 3 Egyptian 
pounds to transport to Cairo and sell there, the 100 British 
pounds cannot be worth less then 102 Egyptian pounds. If, 
therefore, the exchange dealers in London offer less than 102 
Egyptian pounds to would-be buyers of that currency in ex¬ 
change for 100 local pounds, then it will pay such people to 
buy goods, send them to Cairo, and secure the Egyptian cur¬ 
rency they want in that way. Similarly, if the dealers ask 
sellers of Egyptian currency more than 110 Egyptian pounds 
per 100 local pounds, it will pay the sellers to use their funds to 
import Egyptian goods instead. The limits between which the 
price of Egyptian pounds in London can fluctuate are therefore 
102 and 110 per 100 British pounds. 

Purchasing Power Parity 

The limits between which exchange rates can move in this 
example are set by the costs of moving goods in either direction. 
Between the limits set in this way, rates can fluctuate under the 
influence of supply and demand for Egyptian pounds in London. 
If there were no costs of transference of goods from one country 
to the other, then the exchange rate could not vary from the 
ratio of £E105 = £B100, since this is the ratio of prices of cotton 
in the two countries and also of machinery in the two countries. 
If the Egyptian pound depreciated to, say, 106, this would be 
equivalent to a decrease in the price of Egyptian cotton in 
Britain, and more of it would be bought, so the demand for 
Egyptian pounds would increase and their value in terms of 
pounds would rise. Similarly, if the Egyptian pound appre- 
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ciated to, say, 104, this would be equivalent to a fall in the price 
of British machinery in Egypt, and the increased demand for 
machinery would lead to an increased demand for British 
pounds, thus restoring the original ratio. 

Such reasoning as this lies behind the traditional explanation 
of the relative values of national monetary units, the so-called 
Purchasing Power Parity Theory. In its simplest form the 
tlieory states that the parity rate of exchange between the 
national monetary units of two countries may be determined by 
pricing a given collection of goods in the two countries and 
equating the total prices. Thus, if a collection of goods which 
costs a ])oiind in Britain costs 4 dollars in the United States, 
tlien the purchasing power parity rate is 4 dollars to the pound, 
riiis is a normal rate about which the actual exchange rate will 
tluctuate. If th(‘ actual rate differs by too great an amount 
from the parity rate in cither direction, an increased demand 
for the goods of the country whose money is depreciating in 
t(‘rms of the other will rectify the balance. 

Defects of Purchasing Power Parity Theory 

The example of the Anglo-Egyptian exchange rate illustrates 
the defects in this theory which was used to explain the long- 
run normal relation between the monetary units of different 
countries, ("otton is not produced in Britain, and so the price 
of it there might appear to be determined by the exchange rate, 
rather than being a factor in determining it, as the Parity 
I'heory suggests. Such goods play a very important part in 
international trade, and to a large extent countries import 
goods they do not themselves produce. 

Also \u every country there are goods whose whole supply is 
produced and consumed at home, being neither imported nor 
exported, 'fhese may be unique products of the locality, or 
they may be goods which cannot travel and must be produced 
where they are consumed. In either case they cannot be in¬ 
cluded in the bundle of goods whose price determines the 
exchange value of the currency according to Purchasing Power 
Parity Theory. The bundle must therefore consist only of 
goods which enter into the country's external trade, and it is 
possible that the bundles representative of the trade of two 
countries may include no common commodity. 
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The only goods which are of use to us for the making up of 
our bundles for comparative pricing are goods which are either 
imported or exported and also home produced. This class may 
be quite large for any given country, but to make comparisons 
of purchasing power, we need a large common range of such 
goods for each pair of countries. It is not necessary that the 
bundle shall be the same for all countries, but between each 
pair there must be a large representative sample of the inter¬ 
national trade goods of both. In practice the sample is likely 
to be small and unrepresentative, and comparisons may there¬ 
fore have little meaning. 

But although the purchasing power parity explanation of 
exchange rates rests on dubious evidence, yet it contains the 
core of a more usable idea, for the relative prices of commodities 
in different countries exert a fundamental influence on the 
flows of commodities from one country to another and hence 
on the flows of medium of payment. 

Supply and Demand Theory of Exchange 

The Purchasing Power Parity Theory, like the Labour 
Theory of Value or the Subsistence Tlieory of Wages, was an 
attempt to explain the normal level of a price before the supply 
and demand schedule technique was fully developed. We 
shall see the process by which exchange rates, or the prices 
at which currencies exchange for each other are established, 
much more clearly if we set out the conditions controlling 
supply and demand of a currency, and also we shall the 
better appreciate the position of the Purchasing Power Parity 
Theory. 

Let us consider first financial transactions between two 
countries only, both currencies being notes or coin of no in¬ 
trinsic value. The total of payments which one must make to 
the other constitutes the demand for the currency of the latter 
in the international market. Thus, Kuritanians may wish to 
buy Sylvanian goods and will have to pay for them; Sylvanians 
may formerly have invested money in Ruritania, who now must 
pay interest on the investments; Ruritanians may now be 
buying securities in Sylvania; Sylvanians may have emigrated 
to Ruritania, and may be sending home remittances to their 
poorer relatives or may be returning home with their fortunes; 



342 AN INTRODUCTION TO ECONOMIC ANALYSIS [Ch. 

the two countries may have been at war, and Ruritania may 
have to pay an indemnity to Sylvania; Ruritanians may mis¬ 
trust the stability of their banking system or fear their Govern¬ 
ment is going to confiscate private capital and endeavour to 
transfer their wealth to Sylvania. 

Attempts by individuals or institutions to make these pay¬ 
ments will constitute a demand for Sylvanian shekels and a 
supply of Ruritanian obols on the exchange market. It does 
not matter whether Sylvanians are willing to accept obols, or 
whether they insist on payment in their own shekels; in the 
first case they will try to sell their obols for shekels after they 
have received them, in the second Ruritanians will try to buy 
shekels witli obols before they make the transfer. Similarly, 
there will be a supply of shekels and a demand for obols 
arising out of payments Sylvanians wish to make to Ruritanians. 
'riuis, the supjdy of obols and demand for shekels relate to one 
sc*t of transactions and the demand for obols and supply of 
shekels to another. In order to get equilibrium, demand and 
supply must eciuate for each currency. This means that the 
supply of obols and the supply of shekels must be equal in 
value, and the exchange rate moves to produce the equality. 
So, if Ruritanians have each year payments amounting in their 
own currency to 10 million obols to make to Sylvanians and 
Sylvanians want to pay Ruritanians 6 million shekels, the ex¬ 
change rate will settle at 2 obols equal 1 shekel, because at this 
rate supply and demand for obols are both 10 millions and for 
shekels both are fi millions and the market is in equilibrium. 

Long-run Level of Exchange Rates 

h'rom this analysis it might appear that exchange rates could 
tluctuate both rapidly and widely, but in practice they rarely 
do so, tending rather to tluctuate around normal levels or 
parities as it is customary to call them. Thus, for a long period 
of years the value of the British pound tluctuated within narrow 
margins of §4-80 U.S.A., and similar parities were established for 
other currencies. As we shall see presently, there is commonly 
machinery to ensure that fluctuations are as narrow as poss¬ 
ible, but this machinery can only apply the principles under¬ 
lying the conditions of supply and demand we are discussing. 

The supplies of currencies on the exchange market vary with 
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the rates of exchange. If the Ruritanian obol becomes worth 
0*55 shekel instead of 0-6, Sylvanian goods will become cheaper 
in Ruritania and Ruritanians will increase their purchases of 
them, thus increasing the supply of obols and tending to lower 
their value on the international market. Thus, the variation 
in the exchange rate will set up forces tending to restore the old 
rate. Simultaneously, Ruritanian goods will become dearer 
for Sylvanians, who will cut down their purchases and so 
restrict the supply of shekels on the market. 

The efficiency of the process of adjustment depends on elas¬ 
ticities of demand for imports and elasticities of supply of 
exports. If demand for imports is very elastic, a small appre¬ 
ciation in the external value of the currency will greatly stimu¬ 
late imports, increase the quantity of the country's currency on 
the exchange market and thus tend to depreciate its value. 
Similarly, a small depreciation in tlie exchange value will cut 
down imports, reduce the quantity of currency on the exchange 
market and the rate will tend to appreciate. On the other 
hand, if demand for imports is inelastic, as with the British 
demand for imported food-stuffs, imports tend to be main¬ 
tained in face of the higher cost due to the depreciation of the 
exchange value of the pound, and do not increase greatly if the 
pound appreciates. The stabilising influence is thus slight. 

There is not therefore the automatic adjustment which the 
Purchasing Power Parity Theory suggests. A fall in the ex¬ 
change value of a country’s currency sets up a tendency to 
decrease imports and increase exports, but the quantitative 
importance of the tendency depends on the elasticities of the 
respective demands and supplies. 

Demands and supplies may, however, be more elastic in the 
long run than in the short run. Given time, factors of produc¬ 
tion can be rearranged to produce goods for which there is an 
export demand, and consumers may acquire tastes for un¬ 
familiar goods and create an import trade. Two important 
economic controversies of the second quarter of this century 
have centred on the speed with which such adjustments can 
take place. Those who in the late 1920’s argued that Germany 
could not pay reparations did so on the ground that her econ¬ 
omy would collapse before the necessary demands and supplies 
had become sufficiently elastic to stimulate the export trade 
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adequately, and the advocates of reparations considered that 
the essential adjustments could be made speedily. In Britain 
since 1945 estimates of ability to increase exports to the degree 
required to pay for imports at the 1938 level, and at the same 
time to provide funds for the repayment of debts, have depended 
on similar considerations. 

Exchange Rates with More than Two Currencies 

When a third and further currencies are introduced the 
natur(‘ of tlie problem is unchanged. Before exchange markets 
were fully developed, and since that time in periods of disrupted 
international trade, there have been separate markets for each 
j)air of currencies. Such a state of affairs existed after the two 
world wars, but to a much greater extent after the second, 
when even French francs and British pounds were of little use 
(‘xc(‘pt to buy goods in their home countries, and supplies of 
goods then! were very inelastic. 

When international trade was active and the exchange 
markets flourished, an Argentinescllerof wheat would accept pay¬ 
ment in British pounds, although he did not want to spend the 
j)roceeds on British goods, because he knew that sellers of goods 
he did recpiire would accept pounds in payment. Because 
Britain was the largest participant in seaborne trade, British 
pounds virtually performed the role of an international currency. 

The presence of j)rofessional dealers in exchange smoothed 
the operation of these markets, for they were always willing to 
buy a currency which was temporarily cheaper than normal and 
keep it until demand for it had increased; or they would buy a 
currency in one banking centre where there was a glut of it and 
sell it in a centre where there was a shortage. These inter¬ 
national bankers were willing to take advantage of very small 
fluctuations in exchange rates, and consequently the fluctua¬ 
tions were kept within very narrow limits. 

iMirther discussion of these arbitrage operations, however, 
had better be postponed until after the discussion of the 
mechanism of exchange regulation in the next chapter. 

Terms of Trade 

When we are considering the benefit a community derives 
from its trade with other communities it is useful to have some 
indicator of changes in the balance of advantage over time. 
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Such indicator is found in an index of the Terms of Trade. 

If exchanges of commodities were the only economic tran¬ 
sactions between communities we need only consider physical 
quantities of imports and exports and compute the weight of 
imports obtainable for a representative ton of exports. Then 
if the character of both imports and exports remained the same 
this would tell us all we want to know. However, the existence 
of transactions in services and of movements of capital funds 
means that such a comparison does not tell us anything about 
the ability of a country to buy the products of another by paying 
for them with its own. 

Consequently it is more usual to examine changes in the re¬ 
lative prices of imports and exports. The ratio of the price 
of a representative ton of exports to that of a representative 
ton of imports is calculated for each year in which the compar¬ 
ison is made. One year is chosen as the base year and the 
ratios for other years are calculated as percentages of the base 
year ratio. In practice the index number of prices of exports 
is divided by the index number of the prices of imports cal¬ 
culated with the same base year. Then for a country such as 
Britain which is primarily an exporter of manufactures and 
an importer of foodstuffs and materials the index will rise when 
agricultural products become relatively more plentiful in the 
world at large than manufactures. A manufacturing country 
can buy a larger quantity of food and materials for a given 
amount of productive effort on its own part if it should wish 
to do so and the terms of trade are said to have turned in its 
favour. This is what happened in the late twenties and early 
thirties of this century while during and immediately after the 
war agricultural products became relatively scarcer than manu¬ 
factures and the terms of trade turned against manufacturing 
countries and in favour of agricultural ones., 
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Chapter XXIII 

THE THEORY OF INTERNATIONAL EXCHANGE 


SiNXK ]nircliasing power parity rates cannot be computed, 
they can never have formed the basis of the precisely defined 
j)ar rat(‘S which in the past remained unchanged for long periods 
of y(‘ars. The origins of these parities are to be found in the 
(lays when tlu^ principal unit of currency was a coin, whose 
])reci()us nu'tal content was of intrinsic value equal to the face 
value of the coin, and such coins circulated freely. Then a 
British sovereign contained 113 grains of standard gold, and 
the parity of ex(iiangc with the dollar was that number of 
dollars which contained 113 grains of gold, or 4*866. Parities 
of 1 ‘xchange were thus the ratios of precious metal content. 

However, gold cannot be moved about the world without 
cost or risk of loss, and so resort was made to money substitutes, 
the ('arliest of which was the bill of exchange. This is a promise 
to pay a stated sum on a stated date, usually three months after 
the drawing of the bill. Thus, a British purchaser of American 
wheat would give the U.S. exporter a promise to pay which 
might be presented by the exporter's London agent on the due 
dat(\ and payment made in pounds. Alternatively, the bill 
might be payable in New York, and then the British importer 
would have to arrange with an exchange dealer in London to 
juovide dollars in New York in exchange for pounds in London. 
W hichever method is used, the essential feature of the trans¬ 
action is that some third party shall be willing to have his stock 
of dollars in New York decreased and his stock of pounds in 
Loudon increased by the transaction. His reasons for this 
willingness may be any one of the following: 

(a) He has transactions in the opposite direction also and the 
two sets balance. The dealer always sells a currency at a 
slightly higher price than that at which he is simultaneous¬ 
ly buying it, and gets his remuneration from the difference. 

346 
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(6) The transactions do not balance over short periods of 
time, because, say, British importers buy wheat at one 
season of the year and British exporters of manufactures 
have a different selling season. Dealers will buy dollars 
when they are available in London, hoping to sell them 
there at a slightly higher price when payments have to 
be made to New York. 

(c) International bankers may be willing to increase their 
balances in London at the expense of balances in New 
York, because interest rates are slightly higher in London. 

{d) Larger balances in London may be welcome because some 
third currency is cheaper in London than in New York, 
and it is intended to use pounds to buy that currency. 

At this point let us remind ourselves that we are dealing with 
two countries which use full-bodied gold coin, but we have in 
fact introduced a second kind of money, very like bank money, 
which consists of entries on the books of international bankers. 
This bank money was, however, immediately transformable 
into gold, and this fact set limits on the difference between the 
par rate of exchange between two currencies and the actual 
rate. If the difference was too great, it paid debtors in 
London to sidetrack the international bankers, draw sovereigns 
from their bank, and ship the gold to New York. Suppose it 
cost half a cent in insurance and freight to send a sovereign or 
113 grains of gold from London to New York, then if a London 
exchange dealer offered less than $4-861 for a pound, it paid to 
ship gold to New York instead of using his services to make the 
transfer. Similarly, if dealers asked more than $4-871 for a 
pound in New York, gold would move the other way. These 
two exchange rates are termed the gold export and import 
points respectively. 

Gold Movements and Prices 

Such movements of gold tended to restore equilibrium in a 
world where international trade was free, for an export of gold 
constituted a reduction in the quantity of money, and an 
import of gold involved an increase in the quantity of money. 
In a country which was losing gold, commodity prices were 
therefore likely to fall, and that country became a better 
market to buy in and a poorer market to sell in. Exports were 
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stimulated and the inflow of payments increased, thus increasing 
the demand for the currency of that country and raising the 
exchange rates. Similarly, an import of gold means an increase 
in the quantity of money, rising prices, stimulation of imports 
and discouraging of exports and a fall in the exchange rates. 
It is to be noted that exchange rates with all other currencies 
will be affected, because all prices are affected, and hence all 
demands for goods which enter into international trade. 

Bank Rate and Gold Movements 

We have seen that one of the factors influencing the willing¬ 
ness of international bankers to hold funds in a particular 
centre is the rate of interest ruling there. Once an exchange 
rate has moved to the gold export point, a rise in interest rate 
will induce bankers to allow their balances in that country to 
increase, provided of course that they are confident they will be 
able to withdraw their funds whenever they need them. When 
a country is on the gold standard there is little fear on this 
score, and so in the past, when sterling was on the gold standard 
and London was the banking centre of the whole world, it was 
the practice of the Bank of England to regulate the flow of 
international payments by manipulating interest rates. 

It might have done this by buying and selling Government 
securities in the manner we have described earlier (Chapter 
XVIII), but a more direct means of operating on the rates for 
short-term loans was then effective. When the Bank of Eng¬ 
land observed a heavy drain on its gold reserves, it raised the 
bank rate, that is, the rate at which it was prepared to redis¬ 
count bills of exchange for the bill market. To understand the 
effect of this, it is necessary to look briefly at the market 
nu'chanism. 

Traders who receive payment for their goods in the form of 
a bill of exchange are not willing to wait, until the bill becomes 
due for payment, to receive their money in a more usable form. 
So they are willing to sell a bill for slightly less than its face 
value, and the brokers, discount houses and banks who con¬ 
stitute the bill market are willing to buy bills at slightly less 
than their face value and keep them until they mature. In¬ 
vestment in purchases of bills of exchange is a convenient way 
of employing funds which cannot be made immobile for long 
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periods of time, and the rate of return earned is less than could 
be earned by buying even the safest Stock Exchange securities. 
The prices paid for bills are computed by deducting interest at 
a rate which varies for the kind of bill for the period which has 
yet to elapse before the due date. This process is termed 
** discounting,” and the rate of interest used is termed the 
discount rate for the kind of bill to which it relates. 

The commercial banks were both considerable buyers of bills 
and also lenders of money to the bill market for the purpose of 
holding bills. Now formerly, when the clients of the com¬ 
mercial banks were making payments to foreigners in greater 
quantity than foreigners were making payments to them, part 
of the bankers’ balances at the Bank of England would be trans¬ 
ferred to the agents in London of the foreign creditors. If the 
latter found their balances in London rising to inconveni¬ 
ently high levels, they would use part of them to buy gold for 
export. 

Two consequences would then result. First, the commercial 
banks, finding their reserves reduced, would restrict the quan¬ 
tity of bank money, and would hence begin to call in loans; and 
secondly, the Bank of England would begin to lose gold for 
export and would respond by raising the bank rate. 

The calling in of loans by the commercial banks would force 
the bill market to reduce its holdings of bills, and it has been 
customary for the Bank of England in such circumstances to 
come to the rescue and rediscount the bills already discounted. 
If the bank rate is above the rate at which the bills have been 
discounted previously, the bill market makes a loss, and so it 
adjusts its rates in conformity with bank rate in order to reduce 
its losses when, as happens from time to time, it is forced to 
seek the assistance of the Bank. Other short-term loan rates 
will also be raised to keep them in line with discount rates. 

Two results then followed: the international bankers would 
think again about exporting their funds in gold because there 
was a profit to be made when the exchange rate rose again above 
the gold export point, and also there was a higher rate of in¬ 
terest to be earned, because bank rate was raised sufficiently to 
make retention of funds profitable. This tended to check and 
indeed to reverse the outflow of gold. Secondly, the steps 
taken to reduce the quantity of loans and of bank money 
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reduced the demand for goods and services, lowered prices and 
stimulated exports, thus providing, more slowly, a long-run 
adjustment which perpetuated the short-term adjustment 
achieved by checking the withdrawal of international bankers' 
funds. 

In the reverse process a lowering of bank rate would lead to 
an increase in foreign lending, an increase in the quantity of 
gold coin in circulation, an increase in the quantity of bank 
money, a ris(^ in prices and an increase in imports. The 
prac tice of using bank rate to effect adjustments in international 
payments was abandoned in Britain in the early 1930's, and 
although its use has been resumed in the 1950’s it is clear that 
its elf( ( ts are no longer precisely the same as they were in the 
days when the leading mercantile nations were on the gold stan- 
(Ian l aiK 1 in t ernat ional t rade was largely financed through the med¬ 
ium of stea ling bills. When sterling was firmly based on gold the 
int(‘riK»tion:d l)ank(’rs were willing to move funds into London 
to t'arn a slightly higher rate of interest,but sterling having been 
depnriateal more; than once, the risks of another depreciation 
must b(‘ borne in mind. A rise in bank rate is now regarded 
as an indication that the government anticipates pressure on 
the cash rt'serves of the banking system and on its reserves of 
fon'ign (‘xchange. It is a storm cone warning of rough economic 
weather and its efficacydepends on the extent to which business 
mc'ii an' induced to believe that a reduction in activity is necessary 
to avoid losses at a later date. The higher cost of borrowing has a 
direct i'I feet but the effect on anticipations is more important. 

Gold Standards 

fhe discussion of principles of exchange in terms of full-bodied 
gold ciirrencic's may appear somewhat archaic, but it has the 
advantage of bringing to light, free of complication, certain 
princij^les which are operative in more complex circumstances, 
fhe essential characteristic of the C£ise we have been examining 
is that the internatiiuial bank money which was transferred 
from banker to banker by means of bills of exchange was freely 
convertible into gold coin, which was acceptable as bullion 
aliiKxst everywhere. Where sovereigns were not acceptable as 
mt)ney, they were at least regarded as pieces of gold of guaran¬ 
teed weight and fineness. All other forms of the gold standard 
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may be regarded as devices to ensure that all forms of money, 
other than gold coin in circulation in the country, are freely 
substitutable for gold. They have been adopted because of the 
long-run failure of gold supplies to keep up with the demand for 
gold for all purposes, including use in coinage. They are all 
designed to economise the use of gold. Had they not been 
adopted, the quantity of money in all gold-using countries 
would have increased more slowly than the demand for money 
arising from the increasing volume of business transactions and 
a long-run fall in prices would have been engendered. Some¬ 
thing of this sort occurred when Germany set the fashion of 
adopting the gold standard after 1870, and prices fell until the 
middle 'nineties, when increasing gold supplies caught up with 
increasing demand. 

So long as all external claims on a country are met in gold on 
demand, and this means meeting them in a medium which is 
freely convertible into gold, the rules at which we have arrived 
for a gold currency system will hold for the movements of 
exchanges. If gold does not circulate inside the country and 
the internal currency is not convertible into gold, then relations 
between the exchange rate and the level of prices within the 
country need not hold. 

Forms of Gold Standard 

The first departure from a gold coinage system is to a Con¬ 
vertible Note Issue, and part or the whole of the money in 
internal circulation then consists of notes which are repayable 
on demand. This was the system which prevailed, with minor 
breaks, from the Bank Act of 1833 to 1914. Notes issued either 
by the Bank of England or the commercial banks were promises 
to pay gold and were acceptable only so long as people believed 
the promise would be honoured. People held notes because of 
the greater convenience, and bankers had to hold such quan¬ 
tities of gold as sufficed to meet all probable demands for 
conversion. 

During the eighteenth and early nineteenth centuries the 
amount of the reserve was a matter for the discretion of the 
banker, but the frequency of bank failures, when bankers could 
not find the gold to redeem their notes, led to legislation to 
regulate reserves, and the successive Bank Acts prescribed the 
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reserves of gold which must be maintained. The unimpeach¬ 
able financial stability thus achieved was an important factor 
in the increasing prosperity of these islands in the second half 
of the nineteenth century, but the system was inelastic and 
probably secured stability of the exchanges at the expense of 
the stability of the internal level of prices. 

In the nineteenth century, when external trade was relatively 
more important than it has been in the twentieth, stability of 
the exchanges was perhaps of prime importance, but in the 
present century the system has been accused of achieving 
stability of exchanges at the expense of stability of the volume 
of employment and the national income. 

A further step in the economising of gold involves the use of 
a Bullion Standard sneh as that adopted in this country between 
1925 and 1932. With this system individual notes are no 
longer exchangeable for gold coin, but the Central Bank will 
buy and sell standard gold bars at fixed prices, the buying price 
being slightly below the parity rate and the selling price 
slightly above. Because the Central Bank is willing to buy 
claims against native institutions and pay for them in gold, the 
(‘xchange rate against any foreign banking centre cannot de¬ 
preciate l)eyond the point at which it pays to buy gold and 
transj)()rt it to the foreign centre to settle a debt. Similarly, 
the local currency cannot appreciate beyond the point at which 
it pays to import gold to settle a claim. Gold points are there¬ 
fore operative just as if a gold coinage or convertible note issue 
were in use. As the Central Bank is under obligation to main¬ 
tain a gold reserve against the notes it issues and also to buy 
and sell gold to all comers at the statutory prices, then the 
(plantity of money in circulation internally will be affected by 
the intlow and outthnv of gold. The Central Bank will auto¬ 
matically increase the note issue with increased holdings of 
gold and decrease the issue as the holdings fall. So in a 
country losing gold, forces are set up automatically which tend 
to decrease imports and increase exports and so rectify the flow 
of payments. 

riie final stage of gold economy is reached when the Central 
Bank reserve consists, not of gold but of a currency based on 
gold. The reserve will consist of claims against the govern¬ 
ments of countries which are on the gold standard and of 
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deposits with banks, usually the Central Banks, in gold stan¬ 
dard countries. Such a country is then described as being on a 
Gold Exchufigc StuudoLfd, So long as the exchange standard 
currency is freely convertible into the gold standard currency 
at a prescribed rate, that rate will be effective as the rate of 
exchange, or at least within margins determined by the costs 
of making the conversion. At one remove, the currency will 
thus be convertible into gold. 

With all currencies which are on the gold standard the essen¬ 
tial condition of convertibility into gold ensures that the gold 
value of the currency unit cannot differ from a predetermined 
figure by more than the costs of conversion. That figure is 
determined by the law of the country, and may take the form 
of a prescribed standard of weight and fineness, if gold coin is 
in circulation, or of fixed buying and selling prices at which the 
Central Bank must deal in gold on demand, if the currency 
consists of notes. The gold standard world is therefore one in 
which gold is a commodity that is universally acceptable in 
payment of debts, and where national currencies are very close, 
Lut not quite perfect, substitutes for gold. 

Purchasing Power Parity and the Gold Standard 

It might appear from this that the purchasing power parity 
explanation of exchange rates does not apply under the gold 
standard, where exchange rates depend on the ratios of the gold 
parities of the currencies; but in fact the theory approximates 
more closely to reality under the gold standard than without it. 
Under that system gold must be able to move freely, and as it is 
universally acceptable, it will tend to move to those places 
where its purchasing power over commodities is greatest, that 
is, where prices are lowest. As it moves to such a country, 
prices there tend to rise, and so the purchasing power of gold 
tends to be everywhere the same. As we saw before, this 
tendency can relate only to goods which pass in international 
trade, and due account must be taken of costs of transport. 
Under gold standard conditions purchasing power parity is 
therefore merely a reflection of the fact that gold is an inter¬ 
national money. Such commodities as move freely will there¬ 
fore have the same price everywhere in terms of gold after 
allowance for transport costs has been made. Prices in local 
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currency will be gold prices multiplied by the currency price 
of gold. 

If prices in a particular country rise and gold flows out, it 
is of course possible that reserves of gold may prove to be 
insufficient. Such an event is indeed more likely to occur 
because of financial transactions connected with investment 
than with trade in commodities. Thus in 1931 foreign bankers 
recalled funds they had invested in the form of short-term loans 
in London and which London had used to make long-term 
investments abroad. London could not recall the loans it had 
made, and so it liad to repay its borrowings in gold. There 
was insufficient gold to meet all payments demanded, and in 
consefjuence Britain had to leave the gold standard. The 
condition of convertibility could not be maintained. 

Managed Currencies 

Under the gold standard the purchasing power of the currency 
is allowed to take care of itself; it is determined by the purchasing 
power of gold. Policy is devoted to the maintenance of con¬ 
vertibility, which in effect means the conservation of the gold 
reserve. The size of the gold reserve not only detennines the 
possibilities of maintaining convertibility; it also determines 
the (juantity of money in circulation, since the note issue is tied 
to the gold reserve by legal ties and the supply of bank money 
to the note issue by custom and the policy of the Central Bank. 
It is indeetl the central feature of the gold standard game that 
a country losing gold shall decrease the quantity of money and 
lower prices, and one gaining gold shall increase the quantity 
of money and raise prices. The internal price level, and there¬ 
fore the volume of employment, thus tended to be at the mercy 
of gold movements, which might have nothing to do with trade 
in commodities or services. So if owners of capital in some 
other country feared for the security of their property, they 
might move their funds to London, lowering prices and employ¬ 
ment at home and increasing both here. When their panic 
subsided, the reverse process would take place, and on both 
occasions the economy of this country would be needlessly 
disturbed under the gold standard. 

Adoption of a gold standard is a method of currency manage¬ 
ment, but the tenn managed currency is usually applied to 
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arrangements where there is no such automatic valve gear 
regulating the inflow and outflow of gold, and regulation is by 
day-to-day decisions of an authority constituted for the purpose. 

The Central Bank or a specially constituted Exchange Control 
Board buys claims against foreign banks, paying for them in 
local currency from funds put at its disposal by the Govern¬ 
ment. If it operates after the manner of the British Exchange 
Control in the 1930*s, it acts as a reservoir for surplus foreign 
exchange available in the country. When there was a surplus 
of claims on foreign banks over the total of foreign claims on 
British banks, the Control bought them, and so prevented the 
appreciation of the pound; that is, a fall in the prices of foreign 
currencies in terms of pounds. When there was a surplus of 
claims against British banks, the Control bought them with the 
foreign currency it had previously acquired, and so prevented a 
depreciation in the exchange value of the pound or a rise in the 
prices of foreign currencies in terms of pounds. 

In this way a Control endeavours to maintain a steady rate 
of exchange instead of a fluctuating one. The Control stock of 
foreign exchange takes the place of the Central Bank stock of 
gold under the gold standard, and part of it indeed may be in 
gold, but a substantial part is likely to be in the form of bank 
balances in foreign banks. There is, however, no automatic 
convertibility, as under the gold standard. Consequently 
there are no known limits within which the exchange rate is 
confined. The only limits are those to which the Control is 
prepared to see the rate rise or fall and the Control is always free 
to change its mind, but in any case it does not tell the market 
its intentions. 

Power of Control to Fix Level of Rate 

The Control cannot arbitrarily fix the exchange rate at any 
level it sees fit, or at least it cannot hope to maintain a rate 
unless it chooses it with discretion. If it fixes the rate too high, 
imports will be relatively cheap in the country and exports 
relatively dear; claims against the country in respect of com¬ 
modities and services will exceed its claims against others, or 
in technical language there will be an adverse balance on com¬ 
modity account. To maintain the excessively high rate, the 
Control will have to use its foreign assets to buy up claims 
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against the country, and eventually, if it persists in its policy, 
those assets will be exhausted. The Control can smooth out 
short-run fluctuations in the supply and demand for its currency 
on the international market, but its behaviour is largely con¬ 
ditioned by that supply and demand, and the major influence 
determining the supply and demand for claims is the volume of 
demand in cither direction for international trade goods. 

Here again we have the very important element of truth in 
the Purcliasing Power Parity Theory, that the supply of a 
currency on tlie exchange market depends in the long run on 
the country’s demand for imports, and the demand for its 
riirr(‘ncy on that market depends on the demand for its exports, 
l^oth these* demands depend on the purchasing power of the 
currency over the respective kinds of goods. 

Arbitrage Operations 

In onh'r that the exchange market shall work smoothly and 
continuously, it is necessary that there shall be operators who 
an* always willing to buy a currency in a cheap market and sell 
it in a dear one. If international transactions were entirely 
bilateral (that is, accounts had to be cleared between each pair 
of countri(‘s without trade with third parties entering into it), 
then* would be no reason wliy the purchasing power of the 
pound, say, when turned into dollars should approximate to 
its purchasing power when turned into francs. We might have 
a state of affairs where a pound was worth, say, $3 and a dollar 
worth 350 frs., while a pound was worth 1,000 frs. instead of 
1,050 frs. as its dollar value would lead one to expect. 

W here transactions can be made freely between centres, such 
difference's cannot exist for long. Dealers in London would sell 
pounds for dollars in New York, resell the dollars for francs in 
Paris, and buy pounds in Paris, receiving £l Is. Od. for every 
pound em]doyed. rhe whole transaction could be completed 
by telegram within a very short time; the profit is certain, so 
if the ce)sts of doing the business are less than 5 per cent, of 
the capital employed,' there is a safe unlimited profit so long 
as the difference exists. As a result of such operations, termed 
arbitrage operations, the increased supply of pounds in New 
York would tend to push the dollar value of the pound down, 

' Gross profit of I 5 . in the pound in above example. 
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and the supply of dollars in Paris would depn ss the franc value 
of the dollar until the dollar/pound rate multiplied by the 
dollar/franc rate was equal to the pound/franc rate and such 
operations were no longer profitable, or more accurately they 
would stop when prices had moved to the extent necessary to 
reduce the gross profit until it only just covered the costs of the 
operation. 

Such operations can of course take place only where move¬ 
ments of both funds and goods are free. In the post-war world 
there has been only one internationally acceptable currency, 
the dollar, gold having been very scarce. This was due to the 
fact that the United States and the other American countries 
with currencies based on the dollar were the most important 
sources of the goods needed by war-ravaged Europe and Asia. 
Pounds and francs have not been generally acceptable, because 
Britain and France have not been able to supply goods in 
sulficient volume. Thus people who before 1939 were willing 
to accept pounds in exchange for their goods, because they 
wanted to use them to buy British goods or they knew they 
could sell them to someone who did, have since 1945 preferred 
payment in their own currency or in dollars. Consequently, 
trade agreements, particularly those made immediately after 
the war, have shown a tendency to try to balance trade between 
each pair of countries making them. Exchange restrictions 
have destroyed the free market in exchange, supplies of which 
have been strictly rationed, and arbitrage operations have been 
mainly confined to the black market. 

Currency Groups 

Just as under the gold standard some countries linked their 
currencies to a gold standard cunency by adopting an ex¬ 
change standard, so it is possible for one country to link its 
currency to a managed currency. Such a group was the ster¬ 
ling group formed in the 1930's, consisting of the British 
Empire, except Canada, and certain politically associated 
countries. The group is able to take a large volume of financial 
transactions out of the exchange market, and provided the 
economic systems of the various members are sufficiently 
diverse in character, seasonal movements in individual holdings 
of exchange may cancel, leaving a more constant stock of foreign 
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exchange for the group as a whole. The operation of the 
Sterling Group was much misunderstood in America, where it 
was quite erroneously believed that its purpose was to reduce 
trade with the United States. When, in addition to the group 
system, there is exchange rationing, policy is designed to secure 
tliat the quantity of scarce currency available is used to the 
greatest advantage, but this resulted in a different selection of 
American goods being purchased, rather than in any curtailing 
of purchases as a whole. 

International Currency Management 

d'he degree of freedom from breakdowns which the British 
banking system achieved during the nineteenth century, as it 
eoneentrat('d its gold reserves in the Bank of England and 
parallel developments elsewhere, gave rise to the idea that an 
int(‘rnational central bank to hold the reserves of national 
central banks might smooth out problems of international 
exchange's and economise the use of gold, supplies of which were 
not keeping pace with the growth of world production. After 
the first world war there was a hope that the Bank of Inter¬ 
national Settlements might perform such a function, but in the 
end its scope was confined to reparations transactions. The 
slumpof theearly 1930’s brought still more difficult international 
moiK'tary problems, as nations depreciated their currencies in 
an endt'avour to lower the external prices of their goods and so 
to stimulate their export trade and create employment. The 
consecjiient instability of international prices made external 
trade' even more difficult, and the volume of it diminished still 
further. At the same time nations lost confidence in each 
other’s currencies, refused to hold them, scrambled for the 
limited supply of gold, bid up its price, and depressed the prices 
of commodities where currencies were tied to gold. 

Although these troubles had abated somewhat by 1939, the 
probability of their recurrence in the post-war world was recog- 
niseil, and under the Bret ton Woods Agreement an International 
Monetary h'und was established, ‘‘ to promote exchange stabi¬ 
lity, to maintain orderly exchange arrangements among mem¬ 
bers and to avoid competitive exchange depreciation.'* Each 
member contributed a sum partly in gold and partly in its own 
currenc 3 ^ thus providing a reserve of exchange which should be 
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available to members who were finding their reserves being 
depleted by an adverse balance of payments. Each member 
undertook to stabilise the gold value of its currency and not to 
alter that value by more than 10 per cent, without the per¬ 
mission of the Fund. Each member fixed buying and selling 
prices for gold at margins on either side of the par rate, so that 
the system is still of a gold standard type, in that the linkage 
with gold is retained. 

Now let us suppose that Britain experiences an excess of pay¬ 
ments out over payments in, on account of transactions in 
goods, services and debts. The value of sterling in terms of 
other currencies will fall and the sterling price of gold will rise. 
British reserves of foreign exchange will fall, and when the 
value of gold reaches the export point, the Bank of England 
can buy the currencies it requires from the Fund. Again, 
within limits it can buy foreign currencies from the Fund for 
sterling. Whether it buys for gold or for sterling, the Bank 
of England reduces the quantity of money in circulation in 
Britain, thus setting up a tendency to a fall in prices which 
should stimulate exports and correct the balance of payments. 
The effect is to increase the effective reserves of exchange of 
each of the member countries. 

If, on the other hand, a country increases its exports con¬ 
siderably, other countries will have to buy its currency from 
the Fund in order to pay for their purchases, and the stock of 
currency of the first country held by the Fund may be depleted. 
If this happens, the Fund can declare that currency to be 
" scarce,'' and it can then request the country concerned to sell 
its own currency to the Fund for gold or to make a loan to the 
Fund. 

The Fund will then ration the use of the scarce currency 
among the members wishing to use it, and so limit the exports 
of the country in question. A country which threatened to 
upset the equilibrium of the exchanges by raising high tariffs 
against imports would therefore find its export trade being 
restricted and would consequently be deterred from such a 
course. 

Obviously the Fund is no foolproof device for overcoming 
all difficulties in the market for currencies. It could have been 
made a more effective instrument of regulation than it is if 
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irrelevant questions of national prestige had not been permitted 
to interfere. To the extent that it does make reserves of inter¬ 
national exchange more elastic, it avoids the use, on the one 
hand, of currency depreciations which disturb international 
trade with sudden changes in relative prices and, on the other, 
of violent measures of deflation designed to reduce internal 
prices and costs, to enable exports to be increased. To the 
extent that it avoids these disturbances, it avoids those dis¬ 
appointments of the expectations of producers which lead them 
to decrease investment and thus to bring about a decline in 
income and employment. 

In the past, national monetary policies have been designed 
to secure advantages for the groups pursuing them. In the 
short run, particular countries have gained advantage at the 
expense of others, but such gains appear to have been tem¬ 
porary. Particular groups inside particular countries have 
probably benefited over longer periods at the expense both of 
other countries and of their own compatriots. 

On the other hand, individual countries and groups of 
countri(‘s have from time to time pursued policies which have 
t(‘nd(*d to nullify the effects of the division of the world into 
distinct currency areas and to bring about a state of affairs 
which approximated more closely to a unified currency system. 
I'o the extent to which such measures arc successful, barriers 
to exchang(' are removed, the degree of uncertainty attaching 
to trading operations is decreased and volumes of production 
are increased. 
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Chapter XXIV 

FLUCTUATIONS IN ECONOMIC ACTIVITY 


For the past century and a quarter economic activity has been 
subject to violent fluctuations whose character for long defied 
diagnosis. Fluctuations in communal incomes and in volumes 
of employment were not unknown in the pre-nineteenth century 
world, but they were readily attributable to particular causes 
and the effects were confined to the area where those causes 
arose. A harvest failure brought unemployment and a high 
cost of living directly to the large part of the population 
employed in agriculture, and indirectly to the artisans who 
provided the manufactured consumption goods. When har¬ 
vests were good and agriculture prosperous, farmers and land¬ 
lords had spare funds for investment, and there was an increase 
in building activity. There was a general tendency for pros¬ 
perity to wax and wane in all European countries together, as 
usually weather conditions arc uniform over most of the Con¬ 
tinent, and harvests were everywhere similarly affected. The 
fortunes of war opened and closed markets, and those depen¬ 
dent on them profited or lost. 

After 1825 a new phenomenon appeared. A period of in¬ 
creasing activity with rising employment, rising prices and 
profits and, eventually rising wages would give place to 
falling employment, prices, profits and wages. Then the fall 
would be checked, and, after a period when these quantities 
were steady at a relatively low level, the rise would begin again 
and the process be repeated. These cycles of activity, which 
first appeared in England, had a certain rough regularity, 
which is now regarded as largely fortuitous, but was long con¬ 
sidered to hold the clue to the nature of the cycles. The first 
cycles of the new type occurred in England, but about the 
middle of the century North America and the principal 
European countries were being affected, and the cycles of 
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the last quarter of the century were virtually world-wide in 

scope. 

The Course of a Cycle 

A typical cycle began with increasing activity in the capital 
market and a raising of capital for the acquisition of equipment. 
Tiie industries mainly affected were the new railway industry 
and non-ferrous metal mining which enjoyed a considerable 
increase in demand owing to the general increase in construc¬ 
tional work. The first noticeable cycle which reached its peak 
in 1825 coincided with the beginning of railway construction in 
luigland, but both North America and Europe were affected by 
tliat of 1847. As new capital was raised and spent on equip- 
m(‘nt, (here was increased activity in the engineering industry, 
which had to expand to cope with it. When countries other 
than Ih'itain came to be affected, a marked increase in exports 
of constructional goods took place. The increase in employ¬ 
ment given directly by the constructional work would lead to 
incr(*ased consumption of consumers’ goods, and this growth of 
d<‘mand would be furtluT stimulated by a rise in wages in other 
occupations as a result of the competition of increasing employ¬ 
ment in constructional industries. If the railways and mines 
wer(’ lx‘ing constructed abroad, there would be an increased 
exjiort of manufactured consumption goods, particularly of 
('lothing. Increased consumption at home and increased 
exports led to increased imports of raw materials and food¬ 
stuffs. 

Then the enthusiasm for investment would begin to wane and 
share ib ices would tend to fall. Some new concern which had 
borrowed money from bankers, in the expectation of being able 
to raise funds on the capital market to repay the bank, would 
lind itsi'lf unable to do so and woukl become bankrupt. New 
construction ceased with the end of the Stock Exchange boom, 
as no new projects were coming along to replace those that were 
tinished. Labour engaged in constructional work was thrown 
out of employment, and the fall in the demand for construc¬ 
tional g(xxls brought unemployment in the heavy engineering 
industries in Britain. Exports of both constructional and con¬ 
sumption goods fell at an early stage in the recession, but the 
demand for imports, particularly of food-stuffs, remained high 
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for some time, as there was a time-lag before a falling demand 
for exports was reflected in falling employment, and even then 
people in this country tried to maintain their improved stan¬ 
dard of living. There was thus a more unfavourable balance 
of payments against this country on commodity account, and 
gold began to flow out. 

During the nineteenth century these crises were particularly 
marked by bank failures. When banks were very localised in 
their activities, the failure of an important company to which 
large advances had been made might bring down the bank also, 
or customers knowing the bank had been hit might fear for its 
stability and withdraw their deposits, or demand repayment of 
its notes in gold. Banks which were otherwise stable might be 
brought down by a panic loss of confidence. The result of this 
loss of confidence in the banking system was a drainage of gold 
from the banks, including the Bank of England, into the hands 
of the public, and the Bank of England was on several occasions 
during the century forced to ask for a suspension of its liability 
under the Bank Acts to cash its notes in gold. 

It was indeed the disruption of the banking system by these 
recurrent crises, which occupied most of the attention of 
students of this phenomenon. But although the improvement 
of the banking system removed the bank failures, so far as 
Britain was concerned, the periods of depression became longer, 
and the suffering caused by unemployment and a fall in the 
national income increased in intensity. 

During the present century attention shifted to the para¬ 
doxical situation that many people in the world were impov¬ 
erished because they could not sell their products, while other 
people were suffering privation for lack of the goods the first 
group were unable to sell, because in turn the things which they 
could produce were not wanted. So it was said there were 
millions of people in the world living in poverty and near starva¬ 
tion because each group of them could not sell things which all 
the others wanted, but could not afford to buy. 

It was often stated by technical experts that the technical 
problems of production were solved, but that faulty distribu¬ 
tion led to people starving in a world which could produce 
enough for all to live in comfort. This was not true, as has 
become only too painfully obvious during and since the second 
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world war, but nevertheless these critics had hit on an impor¬ 
tant aspect of the problem. Although the world, then as now, 
had not the capacity to produce enough food-stuffs to provide 
the physiological minimum standard for the whole of its popula¬ 
tion, or the capacity to provide them with adequate clothing 
and otlier necessities, yet effective demand for these goods fre¬ 
quently failed to occupy that capacity to a sufficient extent to 
enable it to absorb all the people who wished to be employed. 

As we pointed out before, if Say’s Law were true and supply 
created its own demand, everyone who wanted to be employed 
would be employed. Say's Law, however, really assumes 
instantaneous production, when it would be possible to match 
a demand at a moment of time with a willingness to produce at 
the same moment of time. This condition is not fulfilled in the 
real world ; decisions to produce have to be taken nowon the 
l)asis of estimates of what demand will be in the future. The 
volume of goods and services becoming available for consump¬ 
tion today, is the result of decisions taken yesterday, last 
month, last year, or even a hundred years ago. 

People may not look so far ahead as a hundred years, but 
tli(‘y must, in making decisions to invest in very durable 
producers' goods, look at a prospective stream of income 
stretching some distance into the future. An investment 
opj)ortunity which may offer considerable chances of profit 
in the immediate future, may be nevertheless unattrac¬ 
tive, because the prospects of yield over the lifetime of the 
asset may not a]q)ear sufficiently attractive to justify the 
investment. 'Fhe estimates which govern the direction of long¬ 
term investment cannot be entirely objective. They must 
contain numerous elements which are matters of opinion, and 
the optimism or pessimism of the estimator is an important 
factor. 

If therefore we can suppose that investors should be subject 
to waves of optimism and pessimism, w'e should have gone a 
long way towards explaining these alternations of boom and 
slump. When they are optimistic they are more willing to 
invest and expenditure on investment goods thiLS increases. 
As we saw in Chapter XX, increased expenditure on investment 
goods brings about an increase in the communal income and 
an increase in employment, which depend respectively on the 
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investment and employment multipliers. Similarly, when in¬ 
vestment falls because people become more pessimistic, income 
and employment fall. But what ground have we for believing 
that waves of optimism and pessimism should in fact occur? 

Technical Change and Fluctuations 

A major technical discovery, such as the introduction of 
steam traction in the nineteenth century, creates a swarm of 
new investment opportunities. The new investment oppor¬ 
tunities offer a higher rate of return than that wliich is offered 
by existing investments. The whole scale of marginal effici¬ 
encies of capital is modified, so that more capital appears in it 
against each rate of return. The demand schedule for loans 
having increased and the supply schedule having remained the 
same, the quantity of investment made should increase and the 
rate of interest rise. It might appear that the economic system 
should find a new equilibrium at a higher rate of interest corre¬ 
sponding to the increased marginal efficiency of capital. The 
argument, however, presupposes that the conditions of supply 
of loans are known and remain fixed, but this condition does 
not hold. 

Such a movement begins in a situation where there is un¬ 
employed labour and where productive equipment is also idle 
or not working at full capacity. In this state of affairs the 
increase in investment leads to an increase in employment and 
thus to larger labour incomes. This increase leads in turn to 
increased consumption and increased incomes for all who are 
making consumption goods. From the increased communal 
income more is spent on investment goods and employment is 
still further increased. The multiplier process has been set in 
train. Both demand and supply of loans are growing and, as 
long as supplies of all factors are reasonably elastic, the process 
can go on and the communal income will grow. 

Revision of Estimates of the Future 

As the profitability of investment increases, businessmen will 
be more optimistic in their estimates of future profits, and this 
optimism will take the form of reductions in the margins they 
allow for risk. If a certain project can yield a return of 8 per 
cent, and formerly they allowed a margin of 4 per cent, for risk. 
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this meant that they looked at the investment as one which 
would yield them 4 per cent. So if they demanded a return of 
5 per cent, net, the investment opportunity would not be taken 
up. If now they considered that 2 per cent, would cover the 
risk factor, the opportunity would be worth taking. Indeed, 
it would be worth increasing investment in this direction, until 
through the action of diminishing returns the yield fell to 7 per 
cent., as after deducting 2 per cent, risk premium the return of 
5 per cent, would still be obtainable. 

With increasing demands, estimates of yields before deduc¬ 
tion of risk premiums will also be revised in an upward direction 
but the most optimistic phase comes after the prices of con¬ 
sumers’ goods have begun to move upward. This docs not 
come at the beginning of the upward movement, because firms 
are working at a low level of capacity, and as their marginal 
cost curves will in general be of a flat U-shape, a substantial 
increase in output will be possible without any considerable 
price rise. 

For this reason, when the price rise does begin, it will be 
rapid and profits will increase more rapidly than before, because 
everything which is sold is disposed of at a higher price level 
than that ruling when the costs of production were incurred. 
It businessmen become convinced that this state of affairs is 
going to continue, investment will increase greatly. Investors 
disn'gard present rates of return and gamble on a future increase 
in yield raising the capital value of investments. Capital 
apjMcciation rather than income becomes the object of invest¬ 
ment, and although all know that the process cannot go on 
indefinitely, all are confident that they will be able to sell out 
and realise their capital gains before the crash comes. 

fhe community invests an increasing part of its income, but 
as all factors of production are employed, total output measured 
m real terms cannot increase. Factors of production will be 
attracted away from the production of consumption goods to 
the production of producers’ goods. The prices of factors of 
|u*oduction will be bid up to attract them away from existing 
occupations, thus increasing the incomes of their possessors, 
file prices of consumption goods will rise more rapidly than 
those of producers’ goods, so that the prospective stream of 
consumers’ goods capitalised at the existing interest rate will 
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always exceed the cost of production of the producers’ goods 
which gives rise to the stream. There is thus a perpetual 
stimulus to investment. 

Transition from Boom to Depression 

The process of expansion we have just described clearly can¬ 
not go on for ever, and the end may come in one of three ways. 
It is possible, though without the assistance of other influences 
not probable, that the shortage of consumers' goods would 
become so acute that prices would begin to rise very rapidly 
and people would endeavour to avoid holding money. The 
system would break down and the community would resort 
to barter. A system of acute inflation would have been 
reached. 

Alternatively, some important production bottleneck might 
occur, and a rise in the price of some factor, more rapid than all 
others, might increase costs more rapidly than prices of pro¬ 
ducts were rising. The profitability of investment would be 
affected, and somewhere people would revise their estimates of 
the future in a downward direction. 

In each case the whole schedule of marginal efficiencies of 
capital would be decrea.sed as the expectation of return from 
every investment opportunity was revised downwards. The 
demand curve for loans would consequently shift towards the 
origin. 

The most probable cause of the break in the boom is that the 
monetary authority would be unable or unwilling to increase 
the supply of common money sufBciently to maintain the 
expanding volume of credit. To prevent further credit ex¬ 
pansion it would raise interest rates high enough to make 
further investment unattractive. The demand for investment 
goods would fall, and the demand for labour to make them 
would shrink. The multiplier process would begin to work in 
reverse. Those who lost their jobs making producers’ goods 
would cut consumption and so throw people making consump¬ 
tion goods out of work also. Producers of consumption goods 
would cease to demand new equipment for either expansion or 
replacement, throwing more workers out of emlpoyment. 
Every successive reduction in employment leads to a reduction 
in consumption and to further unemployment. 
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The Turn to Recovery 

Unlike the upward movement where there was no brake 
within the system which would be automatically applied, there 
are at least certain checks to the downward process. Thus, 
when prices have fallen to abnormally low levels and interest 
rates are also low, new investment opportunities may show 
themselves perhaps in the form of demands which went un¬ 
satisfied in the previous boom. Thus, recovery from the 
depression of the early 'thirties came in Britain through an 
increase in house building. Interest rates had been high since 
1914, and private housebuilding had been hampered by high 
interest costs. In the railway crises of the nineteenth century, 
railways might be built beyond the demand for them, say, in 
the United States, but the demand had been growing perhaps 
in liurope or India and another upward movement was started 
by this crop of investment opportunities. Then, after some 
years had elapsed and settlement in the U.S.A. had caught up 
with railway construction, more construction might begin there 
and provide the basis for another boom. 

l^efore peo]de regain the confidence to start investing again, 
they have to be assured that prices and interest rates are 
not going to go any lower. There must therefore be a period of 
stability at a low level of activity. This seems to be brought 
about by iiu‘lasticiti(‘s in the wage system. If wages could be 
cut freely, the volume of consumption would fall without check. 
I'o reduce their losses employers try to reduce their commit¬ 
ments and try to cut wages and dismiss labour. They do not 
wish to disrii[)t their wliole organisation if they can help it, and 
will retain a certain minimum stall to serve as a nucleus when 
times turn for the better. Also they may be afraid some of 
their rivals will take on some of their key workers if they them¬ 
selves dismiss them. If such a condition exists, and if at the 
same time it is ditficult to reduce wages and so cut expenditure, 
there will be a certain minimum level of expenditure on labour 
and a certain volume of consumption and employment will be 
maintained. 

To maintain this level of stability employers will have to 
draw on reserves, so the stability can last only as long as the 
reserves last. If during this temporary stability a positive 
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factor making for an upturn, say a new crop of investment 
opportunities, comes along, recovery may begin, but if it does 
not, then there will be a drop to a still lower level of activity, 
and employment and the communal income will fall still 
lower. 

Changes in Distribution of Income during Fluctuations 

In the upward phase of a boom the stickiness of wages is 
likely to act to prevent them rising as rapidly as they might do 
if there were greater fluidity in the wage system. The main 
increase which takes place in the earnings of labour, at least in 
the early stages of the boom, comes about through an increase 
in the numbers employed, the disappearance of short-time and 
the introduction of overtime. The share of the national income 
going to capital thus increases and the share going to labour 
decreases. This statement relates of course to relative shares 
and not to absolute shares. The total wage bill increases, but 
it represents a smaller proportion of a larger total income. 
Until the phase of a rapid rise in prices is reached, both the 
money income of labour and the real income will increase 
absolutely, although the proportion of the communal income 
going to labour is falling. 

Here we have a factor tending to bring the expansion move¬ 
ment to an end. A decreasing proportion of the communal 
income is going to the individuals who provide the factor 
labour and an increasing proportion to those who provide the 
factor capital. Now, on the whole, those who provide labour 
are poorer than those who provide capital, so that the marginal 
propensity to consume of the first group is likely to be greater 
than that of the second. Therefore, if an extra million i)oimds 
goes to capitalists as increased profits, a smaller part of it is 
spent on consumption and a greater part is invested than if it 
went to the workers as increased wages. Thus, as the boom 
progresses, the proportion of the communal income invested 
increases and the proportion consumed decreases, even though 
absolute consumption increases. The supply of investment 
opportunities is therefore used up at an increasing rate and, 
at the same time, demand for the consumption goods which the 
investment goods will ultimately produce does not keep pace 
with the growth in the stock of investment goods. 
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The situation arises therefore where the supply of consump¬ 
tion goods produced by the new investment goods exceeds the 
demand for them at the prices which the investors expected to 
receive for their products. So the expectations of the investors 
receive a setback and they revise their estimates of the future 
profitability of further purchases of investment goods, and the 
demand for such goods decreases. Receivers of profit incomes 
now attempt to increase their holdings of cash instead of making 
further investments, einjdoyinent in the investment goods 
industries declines, and a downward movement in the volumes 
(A income and employment has begun. Here it is to be noted 
we have a factor in the situation which automatically tends to 
bring about a deterioration in confidence and a downward 
revision of estimates of the future profitability of investment, 
such as we require for our explanation of the turn from boom 
to slump. 

Propensity to Consume in the Depression Phase 

Just as the rise in wages tended to lag behind the rise in the 
volume of employment and in other prices in the boom phase, 
so in the dej^ression phase wages tend to fall more slowly than 
commodity })rices and employment. The total communal 
income is now falling and the total wage incomes and profit 
incomes are both falling, but profit incomes are falling faster, so 
that the proportionate share of the communal income going to 
wagi'-i‘arners increases. As we saw before, marginal propensity 
to consume is likely to be greater for wage-earners than for 
profit-eariu'rs, so that as the communal income shrinks, the 
proportion of it devoted to consumption increases. 

fhe rigidity of this volume of consumption maintains a 
certain level of em})l()yment and serves to maintain the level of 
communal income, but its rigidity is originally based on the 
rigidity of wage-rates and can persist only so long as wage-rates 
are maintained. If, as a result of a setback to confidence, a 
serious attempt is made to cut wages in order to reduce costs, 
communal income and demands for consumption goods and for 
labour will decline, but once the fall has taken place the high 
level of marginal propensity to consume will again tend to 
prevent the fall continuing indefinitely. 
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Distribution of Income and Propensity to Consume 

It is now clear that fluctuations in total income and employ¬ 
ment have their origins in the volume of expenditure devoted 
to investment rather than in that devoted to consumption. 1 f 
marginal propensity to consume is high, fluctuations in income 
and employment must follow fluctuations in consumption, 
but the conservatism of human consumption habits tends to 
prevent such fluctuations being very violent. Such fluctua¬ 
tions as do occur are likely to arise from external causes—war, 
pestilence, harvest fluctuations and the like. These, we have 
already noted, appear to have been the main causes of booms 
and slumps in the days when capital investment was a le.ss 
important feature of the economy than it has been for a century 
and a quarter. 

The level of marginal propensity to consume depends, not 
only on total income, but also on its distribution. Thus, 
propensity to consume is lower in a community where, say, half 
the national income is received by 10 per cent, of the com¬ 
munity than it would be in a community of the same size, 
composed of simitar individuals with the same total communal 
income, but where that income was distributed on an equali- 
tarian basis. A more equalitarian community might therefore 
be expected to be less subject to fluctuations in income and em¬ 
ployment than a less equalitarian community. 
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Chapter XXV 

uiE kOle of the state in economic affairs 


In our study ol the forces determining the quantity of each 
commodity and service which forms part of the output of a 
community and the sizes of the distributive shares in that out¬ 
put which go to groups of providers of factors of production, 
we have tak(‘n for granted the existence of certain demands and 
have assumed a certain distribution of wealth. We have re¬ 
garded demands for consumption goods and personal services 
as being dcqx'iulent on the native tastes of the members of 
the community, and on the existing distribution of wealth 
among them, and in demands so determined we have dis¬ 
covered the forces which control the set of the productive 
system. 

Hut it is quite clear that the desires of individuals are not the 
sole forces at work, otherwise those with a taste for narcotic 
drugs, or those who wish to be able to buy alcohol at any hour 
of the day, or a tin of sardines after six o'clock, or half-a-dozen 
handkerchiefs on a Sunday, would be able to find someone 
willing to cater for the demand. In these and in many more 
si‘rious matters, the State frustrates demands of individuals by 
prohibiting such transactions under penalty. In doing this it 
is enforcing a collective decision of the majority on every indi¬ 
vidual: for conduct which is in the short-run interest of an 
individual, if he alone acts in that manner, may be against the 
interests of all collectively and in the long run. Thus it is in 
the short-run interest of an individual to break a contract if 
terms he expected to be favourable when he made it turn out 
to be unfavourable. But if the practice of breaking contracts 
becomes general, any elaborate system of production and ex¬ 
change is impossible and the benefits such a system can afford 
are unattainable. Thus, if a rule of conduct enables a com¬ 
munity to satisfy demands at a higher level than is possible 

372 



THE ROLE OF THE STATE IN ECONOMIC AFFAIRS 373 

without it, thut rule will ^cncrully be enforced by collective 
decision, and the organisation which enforces such decisions is 
the State. 

Any organisation of production requires rules, and the more 
complicated is the system the more elaborate are the rules. 
A community of hunters will have rules designed to prevent 
disputes as to ownership of carcasses, an agrarian community 
will have rules defining the scope of rights over land and water 
supplies. If through liability to external attack the community 
has become feudalised, there will be rules setting out the rights 
and obligations of each group in the land-controlling hierarchy 
vis-a-vis every other group. 

When trade is practised on a considerable scale, rules to 
prevent fraud and to ensure performance of bargains are 
adopted, and when the practice of working for money wages 
supersedes the feudal land rights and service dues, we have the 
rudiments of a law of master and servant being established. 
Eventually the relations of associations of masters and of 
workers will be regulated. 

When investments of capital in fixed equipment become 
necessary on a scale greater than individual businessmen can 
provide, the need arises for a law of limited liability. Without 
it, investors are reluctant to risk money in businesses they do 
not control, because of the danger of being called upon to make 
good the debts of the business in case of failure. Consequently, 
they demand high prospective rates of return to compensate 
for the risk. With limited liability their loss is limited to the 
sum ventured, and an individual may, by investing small sums 
in each of a large number of businesses, diminish the risk of loss 
of any substantial part of his fortune. Business can therefore 
be financed more cheaply with limited liability than without it, 
investment will take place on a larger scale, and the communal 
income will be greater. 

Any form of organisation of production involves the existence 
of certain stable relationships between groups of individuals as 
producers, and it is the prime function of the State to preserve 
the stability of these relationships. It makes rules to ensure 
their preservation, and exercises the coercive power to enforce 
obedience to the rules it makes. 
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The Legal Framework of Economic Activity 

Wc are not going to attempt a complete catalogue of all the 
legislation which regulates the process of production at the 
present time, but a partial review will reveal its character 
and illustrate the modifications in productive processes it 
involves. 

The establishment of a new business unit involves immediate 
attention to a complicated body of law. All but the smallest 
concerns, in this country to-day, are companies with limited 
liability; that is, the liability of the proprietors is limited to the 
sums they have undertaken to subscribe. This means they are 
subject to the Company Acts, which prescribe a procedure for 
the establishment of a company, the information which must 
be given to would-be subscribers and the form in which the 
accounts of its subsequent operations shall be published. In 
erecting its premises, it must conform to local town-planning 
and building regulations, and for some years permits for 
materials have had to be obtained from the Central Govern¬ 
ment. The design, lay-out and method of operation of machin¬ 
ery must conform to the Factory Acts. If the product falls in 
the appropriate categories, it must conform to the standards of 
the Food and Drugs Acts, and this may affect the choice of 
materials and methods of production. Relations between the 
firm and its employees are regulated by the Law of Master and 
Servant, by the Workmen's Compensation Acts and by specific 
legislation in certain trades. Mining operations in particular 
are the subject of much specific regulation. The transport 
arrangements which the firm makes to carry away its products 
are subject to regulation by the Transport Acts. If part of the 
product is sold abroad, Exchange Regulations determine the 
ways in which it can utilise the foreign currency so earned. So 
we might continue with legislation affecting advertising and 
methods of sale. Finally the acquisition of the goods by the 
j)ublic may be subject to rationing. 

All such regulation has its effects on supply and demand 
schedules. The enforcement of safety regulations in mines 
increases production costs, and supply schedules are raised. 
The restriction of the quantity of lead in a food-stuff to 
one or two parts per million may mean that lead vats and 
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piping cannot be used in its manufacture and something 
more expensive must be substituted. Again, costs will be 
raised. 


Rationing and Price Equilibrium 

In the case of goods rationed on the basis of a fixed quantity 
per head, the normal rule that price shall equal the marginal 
rate of substitution of the commodity for money does not hold. 
The individual is prevented from extending purchases until a 
further unit of commodity is, in his estimation, only just worth 
the price which has to be paid for it. A shilling’s-worth of 
rationed goods is valued more highly than a shilling’s-worth of 
unrationed goods, hence the scope for black markets. Neither 
is there any assurance that a shilling’s-worth of rationed meat 
is considered equal to a shilling’s-worth of rationed butter. 
Such equalities can only be the result of free choice of quantities 
purchased. 

When goods arc rationed on a points system, it is in effect 
necessary to surrender two currencies to obtain them. Again, 
the rule of equality of price and marginal rate of substitution 
breaks down, because money and points are not interchange¬ 
able. If the buyer secured equality of points values and mar¬ 
ginal rates of substitution of points for goods, there would be no 
reason to expect that equality of money price and marginal rate 
of substitution of goods for money was secured at the same 
time. If high-pointed goods were also high priced, a rough 
equilibrium might be reached, but if high-pointed goods were 
cheap and low-pointed ones dear, the rule would not hold even 
approximately. 

The idea behind the rationing is of course that it is important 
that all should be able to satisfy needs at some minimum level. 
In a free market there is allocation by price, in that those with 
the deepest purses can purchase large quantities before the 
equilibrium point is reached; while others may reach this point 
before a quantity regarded as adequate according to some 
external standard has been reached. Let us suppose a govern¬ 
ment decides that fresh meat supplies are just adequate to 
provide the minimum necessary for physical efficiency if shared 
out equally among the population. If it introduces a system of 
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rationing it will be able to sell at a price equal to marginal cost.* 

Everyone might then have the minimum required for health, 
but many would consume less than they were willing to con¬ 
sume at the current price. Their marginal rate of substitution 
of meat for money would exceed the market price. In the 
absence of rationing, such persons would be able to bid up the 
price of meat. In normal circumstances their efforts to in¬ 
crease their consumption would lead to an increased production 
of meat. The marginal cost of meat might rise slightly, but as 
siij^plies are normally fairly elastic, the rise would not be con- 
sid(‘ral)le. The increased consumption of richer people would 
not be at tlie expense of decreased consumption of poorer 
jK'isons, at least not to any important extent. 

In conditions of scarcity, increased bids from unsatisfied 
buy(‘rs would send up prices without greatly increasing supplies. 
Marginal cost rises steeply for a small increase in output, and 
])rice is again ecpial to marginal cost, which includes costs of 
diverting supjdies from normal channels. The richer members 
of the community may enjoy their normal consumption, but 
tli(‘ poorer members will get little or none. 

Collective Demands and Supplies 

rile State does not coniine its economic activities to the 
definition of the framework inside which production takes 
plac(‘. We have seen that the result of this form of activity 
is a modification of demand and supply schedules, and the 
further type of activity we now have in mind takes the form of 
direct instead of indirect intervention in these schedules. 

'flu‘ Stat(' has always regarded certain productive activities 
as so important that it alone should undertake them, and 
tlirongh time the scope of such activities has steadily widened. 

I'he provision of external defence, internal order, health and 
education .services and the like means that the State must 
secure command of factors of production which would other¬ 
wise be de voted to other purposes. It can do this by requisi- 

' Marf^inal cost in tlii.s context will be the extra cost to the Government of 
jMcrcasini^ the national .snpjjly of meat. The Government will presumably 
buy supplies from various sources, at home and abroad, and while it will pay 
the .same price to all .sellers of a particular grade in any one country, it need 
not pay the s;ime price in every country. Marginal cost will therefore be the 
price it pays to the dearest group of sellers. 
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tion in the way the personnel, and formerly the equipment, of 
armed forces have been provided, but the method of conscrip¬ 
tion of men and requisition of property is, in general, less 
efficient than the method of acquisition through the market. 
So the State is a considerable purchaser of factors of production, 
and it pays for the factors it needs from funds raised by taxation.' 
Sums which would be spent by individuals as their individual 
tastes might direct are spent by the State in accordance with 
collective desires. Some of the collective demands expressed 
by the State would exist as individual demands if the State 
made no provision, but it may be that, as with defence, water 
supplies, main drainage and highways, individual provision is 
either difficult or even impossible. In each case in a demo¬ 
cratic State, at least, collective provision is adopted where it is 
regarded as being superior to individual provision. 

Taxation as a Fee Payment 

In certain cases—in general those first selected for collective 
provision—it is not possible to compute the benefit derived by 
the individual from the State-provided service, because one 
cannot say how much of that service the individual consumes. 
It is impossible to say what is the value of the police services, 
the main drainage or the services of highways one consumes in 
a year, so that a charge based on use of service is impossible. 

Consequently, the attempt is made to distribute the cost ol 
public services among those who use them according to some 
arbitrary criterion of the benefit enjoyed. This arbitrary 
criterion may be the amount of land owned or occupied, the 
number and size of houses possessed, the quantities of certain 
types of goods purchased, or the amount of the individual’s 
money income. The alternative is to levy a price for the use of 
facilities, as when a toll for the use of a road or a bridge is 
demanded each time use is made of it. The choice between one 
method and the other depends largely on differences in indi¬ 
vidual tastes. Differences in individual consumption of milk 
and bread would lead State dairies and bakers to make a charge 
per unit of purchase, but our consumption of road services is 
not confined to the amount we walk or ride upon them. 

Similarly, the benefits of education services accrue, not 
merely to those who receive free education for their children, 
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but all share in some degree in the greater productivity of a 
literate society as compared with an illiterate one. The forces 
behind popular education in the nineteenth century were the 
industrial and commercial classes who wanted labour which 
could read instructions, write their letters and keep their books. 
Health services benefit, not only those who receive free medical 
attention, but all who are freer from risk of infection or whose 
employees lose less time from illness because of public medical 
services. They facilitate the operation of the social machine 
on which each is dependent for his livelihood. 

It is a logical step from this view of the matter to the con¬ 
clusion that the amount of tax paid by an individual should 
depend on the size of income enjoyed by the individual in 
(question. It has been argued that the greater the income an 
individual enjoys, the greater the use he makes of the general 
services of lh(‘ State in maintaining the organisation of produc¬ 
tion which makes that income possible, so that, although a 
precise computation of the value of those services cannot be 
made, an allocation of the cost of the services on the basis of 
income received will be roughly proportional to the use made 
of the services, and will therefore be socially equitable. The 
State might therefore raise revenue by a tax system for general 
services which cannot be priced, and charge fees in cases where 
individuaL consumption can be valued. 

Relation of Tax to Income 

This conclusion still leaves open the question of whether the 
proj)ortion of income paid in general taxation should increase, 
decrease or remain constant as income increases; that is, 
whether taxation should be progressive, regressive or propor¬ 
tional. The utility economists justified progressive taxation 
on the ground that the marginal utility of income decreases as 
income increases, so that the amount of satisfaction derived by 
an individual from the (iV-|-l)th unit of income is always less 
than the satisfaction derived from the iVth unit. We have 
earlier denied the possibility of assessing the amount of satis¬ 
faction derived from the whole or part of income, but this 
defence of progressive taxation involves a step which is still 
more dubious. For it to be true, it is necessary to assume that 
the satisfactions derived by any two individuals from the Mh 
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units of income they enjoy are the same. Then, if it is con¬ 
sidered eijuitable to deprive every individual by taxation of 
one-tenth of the satisfaction he could enjoy by spending the 
whole of his income, it will be necessary to take a larger propor¬ 
tion of the income of a richer man than of a poorer man. 

Suppose that A has an income of £500 and B an income of 
£1,000, and that A pays a tax of £50, then if B's sacrifice is to 
be proportionately equal to A% it will be necessary to make 
B pay more than £100. A, when he is taxed, will lose the 
satisfactions which those units of his income numbered 451-500 
could bring him, but the satisfaction he loses through the sub¬ 
traction of the 500th unit, i.e. the least important to him, is 
greater than B loses by the subtraction of the 901st, the most 
important unit he loses. Therefore, the satisfaction which ii 
loses by paying tax of £100 is less than twice that which A 
loses through paying £50, and for sacrifices to be the same for 
both, B must pay more than £100. The argument collapses if 
we cannot admit interpersonal comparisons of utility. 

If we take the approach of regarding taxation as a payment 
for the general services rendered by the State, we have to 
assume that consumption of such services increases with income 
but at a greater rate, a probable but quite unprovable con¬ 
clusion. The problem is indeed quite insoluble, but fortunately 
it is not a real problem at all. The fundamental principles 
which underlie the distribution of taxation are indeed not 
economic at all but political. Taxation policies arc designed 
to achieve certain ends selected by the class which exercises 
political power, and these choices have to be accepted by the 
economist, just as preferences for white instead of brown bread, 
or for beer instead of wine, have to be accepted. The econo¬ 
mist can only work out their implications. Where a wealthy 
aristocracy have a monopoly of political power, taxation will be 
regressive; where the masses rule, taxation will be progressive. 

The imposition of taxation must inevitably modify the 
fundamental economic data; demands for goods and services; 
willingness to work, to save and to take risks; the choice 
between letting land for rent and keeping it for private enjoy¬ 
ment. In the nineteenth century, when the political philo¬ 
sophy of the time declared that money fructifies in the pockets 
of individuals but stagnates in the coffers of the State, the task 
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of the economist who studied public finance was to show how 
to raise the funds to pay for certain services which it was con¬ 
sidered desirable the State should provide, with the minimum 
interference in the general conditions of demand and supply. 
Under other regimes taxation may have the deliberate purpose 
of diverting income from one group of the community to 
another. History provides numerous examples where a peasant 
population has been heavily taxed to build pyramids or cathe¬ 
drals or to satisfy the lusts of a monarch for luxury or military 
adventure. On the other hand, a socialist regime may pursue 
a policy of “ soaking the rich,** that is, of taxing large incomes 
lu avily to provide free services which will be consumed mainly 
i)y lower income groups. 

Taxation as an Instrument of Economic Policy 

We have now stepped into an entirely distinct field, where 
taxes are imposed, not merely to raise money to cover certain 
(‘xjx'iulitures, but because of their effects on the distribution of 
incomes and on supplies and demands. Thus during war the 
central task of economic policy is to divert the maximum 
(quantity of factors of production away from their normal 
occupations to the production of munitions. At the same time 
the population must be induced to put forth the maximum 
(‘ffort, and it may not be easy to pursue these policies simul¬ 
taneously. riiere may be cases where the production of certain 
commodities requires factors which are particularly necessary 
for munitions production. If it is not desired to prohibit 
manufacture entirely, a purchase tax may be imposed to reduce 
demand. Such a tax is useful when it is desired to reduce 
output over a wide field of commodities where rationing is 
impracticable. The reduction in consumption may be a much 
more important objective than the amount of tax collected. 

It might be possible to cut down consumption to the requisite 
extent and also provide the funds to pay for the war by im¬ 
posing an income-tax at such a rate that it left only the means 
of purchasing bare essentials. Such a policy would, however, 
be calculated to reduce incentive to work and to lead to lower 
output. It may be advisable, therefore, to allow people to 
receive incomes which, after taxation has been met, will leave a 
margin over and above that necessary to maintain physical 
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efficiency, and by savings campaigns to induce people to lend 
the balance to the Government. 

At the same time the Government will wish to see that all 
receive a certain minimum of primary necessities and to ensure 
that the rising cost of such necessities does not lead to a general 
rise in wages and prices which might disrupt the whole system. 
It may therefore provide a ration of such commodities at a 
fixed price, subsidising the sale of these goods if for any cause 
their prices tended to rise. In this way increases in the cost 
of living due to external causes, such as a rise in the price of 
imported food-stuffs or materials, and consequent demands for 
wage increases, will be avoided. 

Changes in the form of taxation may be used to counter the 
changes in income and employment which are associated with 
the trade cycle. If it is wished to increase propensity to con¬ 
sume, a removal of purchase taxes or a redistribution of the 
tax burden in favour of the lower income groups and to the 
disadvantage of the upper income groups may have this effect. 
If investment needs encouragement, a reduction in the rate of 
tax on earned income or an increase in allowances made for 
depreciation may have this effect. Wc cannot say that these 
effects will inevitably follow; much depends on particular cir¬ 
cumstances, and in the wrong circumstances a reduction in tax 
burden may lead to an attempt to acquire larger cash balances. 

Again, a reduction in taxes on earned incomes may provide 
an incentive to greater effort and increase willingness to work 
overtime. This is particularly the case where the earned 
income-tax rate is steeply progressive, so that the first £x of 
income, say, are free of tax, the next £y taxed at a low rate, the 
next £z at a higher rate and so on. If each step in the tax scale 
is steep, it will mean that, for people who are slightly above or 
below it, the marginal rate of tax is much greater than the 
average rate. So, if the rate on the first £U)() is nil, the rate on 
the second 2s. C^^., on the third 5s., and on everything after that 
10s., a man earning £200 will pay an average rate of Is. ^d., 
but if he works overtime he will pay 5s. on each additional 
pound and at the next step the average rate is half a crown, but 
the marginal rate ten shillings. If the second tax step is put at 
£250 instead of at £200, people whose incomes are round the 
latter figure may feel it more worth their while to work over- 
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time or to speed up their rate of working on piece-rates, or to 
cut down absenteeism and increase their earnings. If one of 
these tax steps happens to correspond with the income level of 
a large group of people, the effect may be important. 

The State and Control of the Quantity of Money 

Control of the currency has generally been undertaken by the 
State, because no lesser authority could be trusted to see that 
coins were of the weight and fineness indicated by their face 
value. Debasement of coinage could be so easily effected that 
the power of the State with all the sanctions it could bring to 
bear against the forger was considered essential to the main¬ 
tenance of its quality. The crown itself was guilty of debase¬ 
ment on occasions, but other authorities were considered even 
more fallible. 

Notes, on the other hand, were commonly issued by private 
organisations under State authority, but the temptation to 
over-issue was always strong, and more recently note issue also 
has tended to become a State monopoly. In Britain, even 
when the State issued no notes, it for long controlled the quan¬ 
tity issued in the interest of maintaining its value in terms of 
gold, riie (juantity of them had to be regulated, so that notes 
were always a close substitute for gold. Thus, the various 
Bank Acts laid the obligation on the Bank of England to 
redeem its notes in gold on demand, and to hold an equivalent 
quantity of gold for every note issued beyond an amount 
defined by statute. Similar limitations were imposed on com¬ 
mercial banks who were allowed to issue notes, but in their case 
they could convert into gold or Bank of England notes, and 
tlieir n'serve fund might also have this dual composition, 
rims, people wlio jueferred notes to gold could always exchange 
on the basis of one five-pound note for five sovereigns, and those 
who preferred gold could always get five sovereigns for a note. 

As we have seen, the total quantity of currency, gold and 
notes was regulated in such a manner as to check any tendency 
for gold to How in or out of the country. If gold was flowing 
into a country, more metal was coined and more notes issued, 
so that juices tended to rise, checking exports and encouraging 
imj)orts, and thus diminishing the favourable balance of pay¬ 
ment for all items otlier than gold. A contrary course was 
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pursued if gold were tending to flow out of the country 
During the second quarter of this century the objective of 
monetary policy has changed from that of maintaining the 
external value of the currency unit to that of maintaining the 
volume of employment or the national income. Indeed, in 
efforts to maintain employment, Governments have deliber¬ 
ately devalued their currencies in terms of tho.se of otlier 
countries in the hope of stimulating e.xports while leaving 
internal prices and wages unchanged. 

Regulation of External Trade 

It has been a common practice in the past for the vStatc to 
impose restrictions on trade crossing its frontiers; indeed, in 
Britain, where there was more enthusiasm for free trade than 
elsewhere, it lasted some three-quarters of a century, and at no 
time was there complete absence of restriction. There have 
been prohibitions on imports or on exports, taxes on both types 
of trade, and quantitative regulation by means of quotas. Tlie 
export of English wool was once prohibited to hinder the growth 
of rival industries, and for the same reason the export of 
machinery has been banned. The import of cotton goods has 
been banned to preserve the home market for tlic native 
woollen industry. Tariffs have been placed on the import of 
food-stuffs for a variety of reasons: to ensure an indigenous 
supply in time of war; to maintain the agricultural population 
at a certain level for pseudo-sociological reasons or to secure a 
supply of soldiers; or merely because wheat is sacred to 
Frenchmen.’' Industries have been fostered behind tariff walls 
for reasons which can invariably be interpreted ixs efforts by 
interested parties to conceal the real purpose, the creation 
for themselves of an investment opportunity which would not 
otherwise exist. 

Tariffs 

Popular views on tariffs are largely the result of erroneous 
analogies between the economy of a firm and the economy of a 
community. In a firm the greater its sales in relation to its 
purchases, the greater are net receipts which constitute its dis¬ 
posable income. For the external trade of a community there 
is no quantity analogous to net receipts. The total payment 
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for its exports of goods and services is its disposable external 
income, and if this income is to contribute to the consumption 
income of the community, it must be brought home in the form 
of goods or services purchased. Further, if it is to contribute 
to investment inside the country, it must also be brought home 
in the form of imports. Unless it is brought home in one of 
tliese two ways, it must remain abroad in the form of external 
investment and then the same problem arises over the income 
from the investments, and a community is hardly likely to 
continue indefinitely to acquire investments from which it 
draws no income. 

I.ooking at the problem from the point of view of the country 
against whose goods the barrier is raised, if its exports to the 
protectionist country are reduced, or their price lowered, the 
consequent reduction in its external income will force it to 
reduce either its purchases abroad or its external investments. 
In th(‘ second case the reduction in external purchases will be 
shifted to the countries where the investment has been reduced, 
so that the final result will be the same. Each country which 
(‘xperiences a reduction in demand for its exports will be obliged 
to reduce its demand for imports, and the effect will in the end 
be f('lt by the country which imposed the tariff in the first 
place. 

fhere is nothing more profound in this than the elementary 
fact that the two sides of a balance-sheet must balance when 
all items are taken into account. There must be a balancing 
of payments between each country and the rest of the world 
taken together. The total of payments received by the Govern¬ 
ment and residents in a j)articular area must equal the total 
of payments made by the .same people to persons and insti¬ 
tutions outside that area. The payments on current income 
account may be in respect of goods e.xchanged, services ren- 
(lenal, property hired or interest on money lent. If there is a 
iK't jxiyment on income account in either direction, it can exist 
only because some person or institution in the area which has 
a surplus lends to a person or institution in the area with a 
deficit. Ihis is true of the balance of payments between one 
individual and the n‘st of humanity, between a village and the 
rest of the country, or between the United Kingdom and the 
rest of the world. No individual or community can receive 
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payments in excess of th.e value of the goods and services it 
sells, except in so far as it can secure loans or gifts. 

If a country wished to enhance its income by manipulating 
volumes of imports and exports, it should contrive to decrease 
its exports and increase its imports, and finance the difference 
by an ever-increasing stream of perpetual loans; in other words, 
to create for itself a spendthrift’s paradise. The contrary 
policy may accord with orthodox principles of financial recti¬ 
tude, but if the excess of exports is achieved by means of a 
tariff plus external lending, both total external disposable 
income and total consumption would appear to be less than they 
would be without the tariff. 

Taxing the Foreigner 

Must we then conclude that those who wish, by means of a 
tariff, to tax the foreigner are entirely mistaken? It is indeed 
possible to construct a set of circumstances in which such 
a result would be achieved. If, because it has alternative 
sources of supply, country A has an elastic demand for the 
products of country B whose supply to A is very inelastic, and 
it imposes an import duty on goods from B only, then it can 
force producers in B to pay most of the tax, but it will still be 
open to citizens of B to reduce their purchases of A's goods. 
Therefore, it is necessary also that B's demand for A's goods 
should be very inelastic. Even so, the citizens of B would have 
to cut down their external purchases somewhere, and so they 
might buy less from C and D, who in turn would buy less from 
A . This would be obviated if the proceeds of the tax collected 
by A were used to buy the goods of C and Z), which B would 
otherwise have bought. The circumstances are extremely 
improbable, and in the unlikely event of their occurrence, the 
imposition of a discriminatory tariff against the products of one 
country would evoke vigorous retaliation, but only if they were 
fulfilled and no retaliation took place would it be possible to 
tax the foreigner. 

Do Tariffs Create Employment ? 

It is argued that a tariff may be used to export unemploy¬ 
ment. By shutting out imports it is possible to create jobs 
making the things formerly imported. Similarly, we can all 

I.E.A.— 13 
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create lots of work for ourselves by cutting our own hair, 
making our own clothes, and performing all the tasks we nor¬ 
mally pay other people to perform. But shall we be any better 
off if we do it ? We certainly shall not if it means that we have 
to do less work of a kind for which we are paid rates higher than 
we pay to those who perform services for us. Yet this is what 
happens when production is moved, from a location where costs 
arc lower to one where costs are higher, by means of a tariff. 
So long as there is employment for all factors of production in a 
country, these factors will produce a larger income, if they are 
allowed to remain in industries in which they have settled 
because of their natural advantages for those occupations 
rather than if they arc diverted to industries which cannot 
(‘stablish themselves in the environment without assistance. 
If there is a long-run tendency to under-employment, it is 
possible that a tariff might increase both employment and 
income, but it is a crude tool to use for the purpose. 

'I'he disadvantage of using a tariff as an instrument of eco¬ 
nomic policy is that any positive results it may achieve can be 
readily seen, but its negative results cannot. The number of 
people drawn into employment can be counted, but the number 
thrown out of employment because of the fall in demand for 
exports cannot be demonstrated. The channels of inter¬ 
national trade are not sufficiently well known to allow the 
connection between individual imports and exports to be 
traced. 

Political Systems and Economic Analysis 

rhis discussion of some of the economic problems of state 
]X)licy has served to amplify what was said in the first few 
pages of this book about the nature of economic science. To 
continue the quotation from J. M. Keynes to which we then 
referred, the Theory of Economics is a ** method rather than 
a doctrine, an apparatus of the mind, a technique of thinking, 
which helps the possessor to draw correct conclusions.” Analy¬ 
sis is independent of the data on which it has to work. The 
conclusions it reaches depend on the data on which it works. 

As in every science, the data is provided by observation, and 
consists, on the one hand, of a set of objective facts concerning 
the physical world and, on the other, of a set of subjective facts 
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concerning the people involved, in their capacities as producers 
or consumers. It is the latter group of considerations which 
is affected by the characteristics of the political system. 
The willingness of a given group of people to supply factors of 
production will be different according to whether the decisions 
to supply are collective or individual decisions: demands will 
differ according to whether they are expressed by individuals 
through the market or collectively by public authorities. 

The policy appropriate to a particular occurrence in one 
political setting may be entirely inappropriate in another 
political setting. 

A further complication arises from the fact that it is rare that 
an economic problem has a unique solution. The choice must 
be made between the alternatives in the light of the whole of 
the effects of the particular action taken. 

The effects will commonly involve ethical, aesthetic and 
political as well as economic considerations, so that economic 
analysis will never tell us which of the possible alternatives we 
should choose. Used skilfully, it will set out the alternative 
lines of action and the consequences of each. Its raison d'etre 
is that it makes intelligent choice in social problems possible. 
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